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I. Introduction and Report Summary

This chapter represents a summary introduction and results of the stratified management and operations
audit of Pennsylvania-American Water Company (PAWC) completed by Schumaker & Company in
2008 for the Pennsylvania Public Uulity Commission (PaPUC). It includes a synopsts of the objectives
and scope of our work, a functonal evaluation summary, and several exhibits, for amplification
purposes, that encapsulate the recommendations and estimated benefits associated with these
Improvement opportunities.

These management and operational reviews, which are required of certain companies pursuant to 66 Pa.
C.S. § 516 (a) and (¢), come under the PaPUC’s general administrative power and authority to supervise
and regulate all public utilities in the Commonwealth, 66 Pa. C.S. § 501(b). More specifically, the
PaPUC can investgate and examine the condition and management of any public utility, as stated in 66
PA C.5. §331(a). More specifically, the objectives of this management audit include the determination
of what improvements, if any, can be accomplished in the utlity’s management and operations pursuant
to Public Utility Code 66 Pa. C.S. §522(b). Specifically, it is intended that the management audit
encourage economies, efficiencies, or improvements that benefit PAWC and its ratepayers and identify
which, if any, cost saving measures can be instituted. The ultimate purpose Is to explore economically
practical opportunities for giving ratepayers lower rates and/or better service.

The remaining report chapters contain a discussion of our findings, conclusions, and recommendations
for each discrete area of review within the scope of the audit. They include:

Chapter I — Executive Management, External Relations, & Human Resources
Chapter III - Financial Management

Chapter IV ~ Support Services

Chapter V — Water Operations

Chapter VI — Corporate Governance

Chapter VII — Corporate Culture, Management Strucrure, and Staffing Levels
Chapter VIII — Affiliated Interests

Chapter X — Customer Service

Chapter XI ~ Operational Performance

Chapter XII - Phase 1II Water Operations — Distribution Business Systems
Chapter XIII — Phase III Human Resources

Appendix A — Data & Statistics

Appendix B — Glossary

@ G R B ¢ ¢ G S H ¢ ¢ ¢ @

These chapters provide the detailed facts and analyses that support, and provide context for, the
recommendations we have made. Following the report body are two appendices — one {(Appendix A1)
provides supporting financial and operating data and statistics, while the other (Appendix B) provides a
glossary of terms.
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The findings and recommendations contained in this audit report are the findings and recommendations
of the consultant only and are not necessarily agreed to by PAWC or the PaPUC.

A. Objectives and Scope

The objectives of the stratified management and operations audit were established by the PaPUC in its
request for proposal (RFP). The objectives of this audit were threefold:

% To provide the PaPUC, PAWC management, and the public with an assessment of the
economy, efficiency, and effectiveness of PAWC’s operations, management methods,
organization, practices, and procedures.

¢  To identify opportunities for improvement and develop recommendations for improvement or
further action.”

¢ To provide an information base for furure regulatory and other inquiries into PAWC’s

management and operations.

In essence, the PaPUC sought to determine what improvements, if any, could be accomplished in the
management and operations of PAWC. Restated, the purpose was to explore and identify practical
opportunities for PAWC to achieve improvements for efficient and effective operations, quality services,
and cost savings, thus providing PAWC ratepayers the lowest possible rates consistent with above-average
service delivery. Qur assessment inchuded PAWC’s human, physical, and capital resources, its management
decisions, compliance with regulatory requirements, and ability to effectively manage outside constraints
and events. Given such breadth of scope, the audit encompassed virtually all of PAWC’s management and
operating functions as well as those American Water Works Company, Inc. (American Water) affiliates
supporting PAWC management and operations. Each review was in sufficient detail to facilitate identifgfing
defensible recommendations for cost savings and service quality improvements that were supported by
benefit analyses to the extent they were quanufiable. This report provides details of our findings,

conclusions, and recommendations for each specified area within the scope of the audit.

The stratified approach and wortk elements included three phases: 1) an assessment of the condition of
major functional areas, 2) 2 more detailed examination of a number of pre-identified issues, and 3) a
focused analysis of issues idenufied during the diagnostie review. The first stage of the audit consisted of a
broad overview of major functional areas and it is referred to as Phase I — Diagnostic Review. The second
stage of the audit encompassed a detailed review and analysis of six pre-identified issues as set forth in the
RFP. This stage is referred to as Phase I} — Pre-ldentified Issnes Review. The third stage of the audit consisted
of a focused analysis of two (2) issues identified during Phase ] activites. This stage is referred to as Phase
I — Focysed Area Analysss. Each of these phases concluded with the development of a report that
presented our overall findings, conclusions, and recommendations. The actual field work for Phase I and
Phase 11 began on July 13, 2007 and continued through December 31, 2007. The actual field work for Phase
IIT began on February 4, 2008 and continued through April 30, 2008.
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During conduct of the review, our consultants allocated considerable time to interviewing PAWC,
American Water/American Water Works Service Company (AWWSC), and PaPUC personnel, reviewing
reports and documentation, analyzing work flow processes, and assessing any changes being planned by
PAWC management. The consultant team focused on identifying areas for improvement, rather than areas
where operations performed well. Although some recommendations were associated with areas that had
been identified prior to the review as improvement opportunities, we endeavored to formulate more
detailed action steps in our recommendations.

This review was performed in accordance with generally accepted auditng standards (GAAS}, as
contained in the United States General Accountng Office’s “Standards for Audit of Government
Organizations, Programs, Acuvities, and Functions,” related to issues of managemeht economy,
efficiency, and effectiveness as applicable to public utilities ( “Yellow Book™}, and in accordance with
the standards as defined in the RFP and set forth in the National Association of Regulatory Utility

Commuissioners’ “Consultant Standards and Ethics for Performance of Management Analysis.”

B. Functional Evaluation Summary

Because the bulk of a management audir is focused on opportunities for improvement, it may give the
reader the impression that the utility is seriously deficient. This is not necessarily so, because many of the
findings may be of a relatively minor nature. Therefore, it is necessary to put each functional area or issue
in perspectve to provide the PaPUC, PAWC, and the public with an objective evaluation. The RFP
established a set of evaluative criteria for summarizing the results of this audit. The rating is an evaluation
of each area’s or issue’s operating or performance level relative (o its optimum as of the time of the audit.
The evaluation takes into account PAWC’s resources, requirements, constraints, and operating
environment. In some areas comparative data is useful and can be used. For the most part, however, each
rating is ntlity specific; Le., the rating of PAWC cannot be directly compared with that of another utlity.
Schumaker & Company’s overall assessment of each work plan area is presented in the Functional Evalvation
Summary shown in Exhibit I-1, Exhibit 1-2, and Exhibit [-3, with the specific criteria used as follows:

% Optimum — The area is functioning more than adequately and no recommendations were made.

®  Minor improvement necessary — The area is generally functoning adequately, but minor
improvements are recommended.

& Moderate iniprovement necessary — The area is generally functoning adequately, but some substantial
opportunities for improvement were recommended.

& Signifucant improversent necessary — The areas Is not functoning adequately and many recommendations,

requiring considerable effort, need to be implemented to achieve adequate performance.

& Major improvenent necessary — The area is not functioning effectively or efficiently and many
recommendations need to be implemented to achieve adequate performance. Implementation
of these recommendations will have a major effect on cost levels and performance for PAWC.

87772008 ’ Schumaker & Company
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Exhibit I-1
Functional Evaluation Summary
Phase I - Diagnostic Review
Evaluative Radngs
Minor Moderate Significant Major
Improvement | Improvement | Improvement | Improvement
Chapter Function Optimum Necessary Necessary Necessary Necessary
It Execunve Management,
External Relations, & Tluman
Resources
Executive Management X
[External Relations X
ITuman Resources X
I Financial Management X
v Support Services
Information Technology X
T'ransportation Management X
Pactliics Management X
Procurement Scrvices X
Matenals Management X
Risk Management X
Legal Services X
Y Water Qperations X
Exhibit I-2
Funcuonal Evaluation Summary
Phase 11 — Pre-identified Issues Review
Evaluative Ratings
Minor Moderate Significant Major
Improvement { Improvement | Improvement | Improvement
Chapter Function Optimum Necessary Necessary Necessary Necessary
Vi Corporate Governance X
Vi Corporate Culrure, Management X
Structure, and Staffing Levels
Vil Affiliate Interests X
IX Diversity and EEO X
X Customier Service X
X1 Operational Performance X
Schumaker & Company 8/7/2008
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Exhibit I-3
Functional Evaluation Summary
Phase 111 — Focused Area Analysis
Evaluative Ratings
Minor Moderate Significant Major
Improvement | Improvement | Improvement | Improvement
Chapter Function Optimum Necessary Necessary Necessary Necessary

X Water Opernations - X

Distribution Business

Systems
X Fluman Resources X

C. Summary of Estimated Benefirts

The audit produced 114 recommendations, which are contained in this report. A summary of the

number of priority items, and estimated benelits, is grouped by phase. Following is a brief explanation

of these categories of information.

Priority

To assist PAWC management in developing implementation plans, each recommendaton has been

assigned a priority of “high,

2 <c

medium,” or “Jow” according to the following criteria:

#  High - Designated recommendations are high priority because of their importance and urgency.

These represent significant benefit potential, major improvements to service, or substanual

improvements to methods or procedures.

% Medinm — Designated recommendations are of medium priotity. In some instances, the

implementation of these recommendations is expected to provide moderate improvemnents in

profitability of operations, or management methods and performance. In other instances,

implementation may provide significant longer-term benefits which are less predictable.

¢  Low— Designated recommendations reflect a lower priority. In many instances, they should be

studied further or implemented sometime during the next few years. Potential benefits are

‘perceived to be either modest or difficult to measure.

8/7/2008
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Exchibit I-4 summarizes the priority totals for each phase of the audit.

Exhibit I-4
Summary of Priority Totals

| High Medium Low
Phase 1 26 35 3
Phase 11 18 18 2
Phase I11 8 3 1
Total 52 56 6

Benefits

The audit identified quantifiable cost savings that range from approximately $400,000 in one-time
savings and $898,000 to $1,142,600 in annual savings. Some of these savings could be considered an
actual reduction in costs, where the majority of those savings would occur through beiter deployment
and/or use of existing resources. Nonetheless, all of these oppottunities should be pursued by PAWC.
An overall summary of the one-time and annual costs savings is shown in Exhibit I-5.

Exhibit I-5
Summary of Benefits

One-time Savings Annual Savings*
Electronic deployment of software updates ‘ N/A $100,000 to $200,000
Server consolidation and increased archiving of data N/A $223,000 to $267,600
Reduction in inventory Jevels $400,000 $100,000
Billing overestimates N/A $300,000 to $400,000
Damage prevention program N7A $100,000
Reduction in Production Department overtime N/A $75,000
Total $400,000 $898,000 to $1,142,600

* Includes cost savings and/or cost avoeidance amounts
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In many recommendations, it 1s not possible or practical at this time to measure “quantitauve” benefits.
The benefits associated with these recommendations fall primarily into four categories:

# Reduction in actual costs of operations within a PAWC or American Warer area

# Increase in a revenue source within a PAWC area

¢  Change in work flow processes used in the provision of services to PAWC customers on a
more effective or efficient basis

¢ Change in other processes resulting in good business practices being implemented

Particularly in instances where a new management practice or procedure is recommended {where one
either did not exist or was not fully implemented), it may be difficult to estimate the actual benefit to be
derived. Itis believed, however, that the overall benefit will be improved effectiveness and efficiency of
the specified PAWC or American Water area. Additionally, qualitative benefits may occur that cannot
be easily quantified. They could include improved effectveness and efficiency in operations, increased
customer satisfaction, additional cost savings, increased revenues, etc. It should also be noted that,
because it is not possible in all instances to estumate expected benefits prior to implementation, any
implementation plan should include a reliable measurement tool to track benefits after

implementation.

Quantifiable benefits (increased revenues or additional cost savings) have been provided where they
could be estimated. This quanufication is subject to some judgment and would require additional effort
beyond the scope of this review to refine the estimates. The actual benefits from these
recommendations are, therefore, subject to a degree of uncertainty. For other recommendations the
benefits to be detived ate of a more qualitative nature or, simply stated, the expectations of prudent

management. Those areas where major quantifiable benefits have been identified in the report are
described on the following pages.

As PAWC will have varying ways to implement recommendations, Schumaker & Company did not
estimate the impact of implementing audit recommendations on PAWC’s expense. However, the short-

term impact could be considerable. Additionally, implementation of recommendations often requires a
phase-in period before benefits can be achieved.

D. Summary of Recommendartions

The actual recommendation statements contained in the audit report are shown by phase and work plan

area on the following pages. We have also indicated the recommendation number, page number in the

repart, priority, estmated time-frame to initiate implementaton efforts, and estimated benefits following ‘
implementation. The details of each recommendation can be found in the individual chapters where the

subject matter is evaluated.
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Phase I — Diagnostic Review

Chapter II — Executive Management, External Relations, and Human Resources

Implementation
Initiation
Description Page Priority Time Frame Benefits
1I-t | Develop a systematic organizational-planning and 29 Medium 6-12 months Medium
development process.
11-2 | Develop a formal and integrated strategic-planning 30 High 6-12 months High
process.
-3 Develop a regional/state operatonal external 36 Medium 0-6 months Medium
communications plan.
1I-4 | Strengthen HR accountability to the PAWC 54 High 0-6 months High
President.
II-5 | Assess PAWC’s HR needs and staff accordingly. 54 High 0-6 months High
1I-6 | Develop an HR service level ﬁgreerﬁem with 55 High 0-6 months High
AWWSC.
117 | Develop a Pennsylvania-specific HR scorecard. 55 High 0-6 months High
11-8 | Align HR services ro the strategic prionties of 55 High 0-6 months High
PAWC.
11-9 | Consider outsourcing technical training. 55 Aedum 6-12 months Medium
11-10 | Implement a learning management systern. 56 Medium 6-12 months Medium
I1-11 | Conduct comprehensive workforce planning for all 56 High 0-6 months High
leveis of the organization and provide necessary
resources for implementation.
11-12 | Complete the Organizational Capability Review for 56 Medium 6-12 months High
all levels of PAWC management.
1I-13 | Implement a leadership-development program and 57 Medium 6-12 months High
provide sufficient resources to sustain.
1I-14 | Implement position control. 57 High 0-6 months High
I1-15 | Evaluate the costs and benefits associated with a 57 Medium 6-12 months Medum
more sophisucated time and attendance system.
II-16 | Analyze recruitment and selection process, 57 Low 6-12 months Medum
implement process improvements, measure
performance, and provide addisonal resources if
necessary.
0 Schumaker & Company 87772008
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Chapter f1I - Financial Management

Implementation

Initiation
Description Page Priority Time Frame Benefits

1I-1 | Research and develop plans for upgrading or 88 Medium - 0-6 months Medium
replacing the current ERP system.

1112 | Invesugate why key PAWC Onancial statisucs have 88 High 0-6 months High
beer: deteriorating, develop and implement 2 plan
for improving PAWC’s financial health as
-appropriate.

11-3 | Assess the need for internal audits of Amencan- 88 Medium 0-6 months Medium
Water-regulated utility operations and develop and
implement plans to meet the internal audit
requirements.

Chapter IV — Support Services

Implementation

Initiation
Description Page Priority Time Frame Benefits

IV-1 | Expedite efforts to develop a long-range 1T plan, 127 High 0-6 Months High
and subsequently perform vearly review and update
acuvities,

IV-2 | Update ITS documentation as part of an ongoing 128 Medium 6-12 Months Medium
program to include all aspecrs of 2 well-managed
technology organization, including (but nor hmited
to} operational, governance, and project
management/ QA functions.

IV-3 | Address organizauonal issues involving vacancy of 128 High 0-6 Months High
director positons, the appropriateness of staffing
size of the various I'TS groups, and the reporting
location of the information systems’ security
functon within American Water’s organization
structure.

IV-4 | Expand American Water’s commitment o project- 129 High 0-6 Months Medium
management principles by requiring all TTS
employees who are actively involved in project
work 1o achieve PMP certification and by closely
monitoring related acuvides to ensure that tmely
progress is made.

IV-5 | Enhance the American Water nenwork to enable 129 High 0-6 Months $100,000
electronic deployment of software updates to to

PAWC employees. $200,000
annually

IV-6 | Improve training and development efforts for ITS 129 Medum 0-6 Months High
employees.
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Implementation

Description

Page

Priority

Initiation
Time Frame

Benefits

V-7

Develop a plan to regulatly conduct ITS client-
satisfaction surveys and implement the first survey
in a tmely manner.

130

Medium

6-12 Months

Medium

V.8

Establish ITS service-level agreements with major
client groups.

130

Medium

0-6 AMonths

Medium

V-9

Implement a relevant ITS scorecard.

130

High

0-6 Months

Medium

V-1

Update the ITS disaster recovery plan and begin
routinely reviewing and testung disaster-recovery
plans and documenting results.

131

High

0-6 Months

High

V.11

Perform a server consolidagon study and
implement study recommendations.

132

High

0-6 Months

$223,000
to

$267,600

annually

wv-12

Initiate a formal procedure requiring an annual
review of the requirements for each emplovee to
have an assigned vehicle based on his or her current
job assignment.

Medium

0-6 Months

Mediom

Iv-13

Develop a formal procedure that dezails a
requirement for the performance of a regularly
scheduled annual physical inventory of the vehicles
that are leased from ARL

150

Medium

0-6 Months

Low

V.14

Develop an excepuon report that would cleasly
identfy excessive fuel usage by specific vehucles or
emplovees on a weekly or monthly basis.

Medium

0-6 Months

Low

IV-15

Perform an internal zudit of the ARI contract and
the resultant invoices using the AWAWSC Internal
Auditing group.

Medium

6-12 Months

Medum

IV-16

Perform a cost/benefit analys:s to determine
whether the continued use of the two PAWC
mechanics i the Pitesburgh District is cost
effective.

Low

6-12 Months

Aedium

IV-17-

Perform a reassessment of the PAWC policy
relating to the use of employer-provided vehicles
that are used for personal purposes in order to be in
comphance with IRS regulations.

Medum

0-6 Months

Medium

Iv-18

Develop a computerized wacking system that is
capable of monitoring the completion of the annual
state-vehicle inspections for the individual vehicles
in compliance with the established schedule.

152

Medium

0-6 Months

Low

v-19

Establish a single point of responsibility for the
facilities and properues management function at
PAWC.

0-6 Months

Medium

V.20

Develop a ser of formal policies and procedures to
gurde the performance of the facilities and
properties management function at PAWC and
American Water

158

6-12 Months

Medium
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Implementation

Description

Priority

Initiation
Time Frame

Benefits

v-21

Iniiate a sofrware idenuficauon, selecuion, and
evaluauon process for a new integrated

! procurement/ materials management application.

High

0-6 Months

High

Iv-22

Evatuate in detail the tmpacts of not manaazing the
use of nauonal contracts with preferred vendors by
the state-operatng companies, especially in terms of
the financial impacts, and deternune whether
mandaung this practice would be beneficial to the
operating companies.

17

Medum

6-12 Months

Medium

Initiate a study to determine how best to present the
operational and performance data on a state
company basis and o evaluate the potential benefits
of such reporung changes.

Medium

6-12 Months

Medium

Perform an internal audit of the inventory data that
1s produced and used by PAWC to determine the
accuracy thereof.

High

0-6 Months

High

Iv-25

Initiate an ERP marerials management module
evaluation and selection process with the intention
of idenufying a fully integrated ERP application that
would serve the needs of the PAWC materials
management function.

High

0-6 Months

$400,000
one-time
$100,000

annually

V.26

Establish a central point of management and
responsibiity for the materials management
functon at both AWWSC and PAWC.

194

High

(-6 Months

High

FIvaey

Develop a comprehensive and detalled materals

" management procedures manual that 1s specibc to

PAWC.

194

Medium

0-6 Months

Medium

V.28

Establish a formalized waming program at PAWC
for the personnel who have been designated as
being responsible for the materials management
function at the various storerooms.

195

Medium

0-6 NMonths

Medium

v.29

Adopt and expeditiously implement at PAWC the
standardized pact-number format that 1s being
developed by the Part Number Standardizaton
Commuttee.

195

Medium

(-6 Months

Medium

IV-30

Design and implement a standardized inveatory- -
p y
grid location system at all PAWC storerooms.

196

Medium

6-12 Months

Low

1v-31

Develop and implement a standardized procedure
for performing cycle counting that is to be used at
all storerooms. )

196

Medium

0-6 Months

Medium

V.32

Develop an inventory management plan that
addresses how to identfy and handle obsolete and
excess material.

Medium

6-12 Months

Low

V.33

Incorporate maintenance items into the current
materials management application to gain better
inventory conrol over these items.

197

Medium

6-12 Months

Medium
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Implementation
Initation
Description Page Priority Time Frame Benefits
IV-34 | Establish a system of a few centralized storerooms 197 Medium 6-12 Months Low
that are to be used for strategic parts storage. -
IV-35 | Implement a program at PAWC to standardize the 197 Medium 6-12 Months Medium
Inventory maintenance and control procedures
across the PAWC storerooms.
IV-36 | Install computer terminals in secure locations at all 198 Medium 6-12 Months Medium
of the PAWC storerooms.
1V-37 | Develop and implement a procedural modification 198 Medium 6-12 Months Medmum
that stipulates that material is decremented from the
mventory at the time of issue from the storeroom,
not at the time that 1t is used in the field.
IV-38 | Develop a formal implementaton plan for changing 21} Medium 0-6 Months Low
the focus of the ERM process o include SEC/SOX
complance.
IV-39 | Establish a formal mechanism for developing a pre- 220 Low 6-12 Months Low
qualified bist of external legal fums by penodically
reviewing proposals from potentia] candidares.
IV-40" | Perform a formal cost/benefit analysis regarding 220 Medium 6-12 Months Medium
standardization of legal management software
throughout the American Water system.
Chapter V — Water Operations
Implementation
Initiation
Description Page Priority Time Frame Benefits
V-1 | Apgressively pursue the identification and 243 High 12+ months - High
implementation of technology-based best practices
among the water dstricts.
V-2 | Develop a business process for addressing 244 High 12+ months High
aggressive identification of the most beneficial main
segments for replacement based on an expectation
of potential leak impact.
V-3 | Implement a computerized maintenance 249 High 12+ mounths High
management system in conjunction with the
proactive production equipment maintenance
program.
V-4 Continue to develop a risk-assessment-based 254 High 12+ months High
approach for identifying main replacement projects.
V-5 | Continue to periodically perform CPS studies. 254 Medium 12+ months Low
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Phase II — Pre-Identified Issues Review
Chapter VI — Corporate Governance
Implementation |
Initiation
Description Page Priority Time Frame Benefits
VI-1 | Require contractors, vendors, and others doing 267 Low 0-6 Months Medram
business with American Water to conduct
themselves ethically when dealing with American
Water entiues.
VI-2 | Expand the American Water Board in anticipation 267 Medium 6-12 Months High
of going public and review Board compensation as
soon as possible.
V1-3 | Implement a process to periodically perform cost 268 Medium 0-6 Months Medium
comparisons for external audit services.
VI-4 | Modify the Internal Audit Department reporting 268 Medium 0-6 Months Medium
structure so that it no longer administrauvely
reports to the American Water CFO.
Chapter VII — Corporate Culture, Management Structure, and Staffing Levels
Implementation
Initiation
Description Page Priority Time Frame Benefits
VII-1 | Expedite efforts to define and support a high- 281 Medium 6-12 Months High
performing organizational culture.
VII-2 | Implement an employee survey process with 282 High 0-6 Months High
appropriate feedback and action-planning
components.
VII-3 | Implement a formal management development 282 Medm 6-12 Months High
process.
VII-4 | Fill open Organization Development posttions in 282 High 0-6 Months High
American Water and assess the need for additional
change management resources for PAWC.
VII-5 | Implement workforce management processes at 282 High 0.6 Months High
PAWC.
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Chapter VIII — Affiliate Interests
Implementation
‘ Initation
Description Page Priority Time Frame Benefits
VIII-1 | Develop formal, comprehensive documentation for 312 High 0-6 Months Medium
affiliate relatonships and cost allocations, and
assign the responsibility for affiliate transactions to
the appropriate manager.
VIII-2 | Perform a detailed analysis to verify that the use of 312 Medium 6-12 Months Medtum
the number of customers for allocating AWWSC
costs among regulated utilities reasonably
approximates the use of cost-causatve facrors;
subsequently make modificanons, as appropriate.
VII-3 | Regularly evaluate the cost of services provided to 313 Medium 6-12 Months Medium
PAWC by its affiliates so as to venfy that PAWC
ratepayers are not being harmed by charging these
services at cost rather than market.
VIII-4 | Update the AWWSC/PAWC affiliate agreement, as 313 Aedium 12+ Months Medum
necessary, and submit it to the PaPUC for review
and approval.
VIII-5 | Provide ongoing training updates to AWWSC 314 Low 12+ Months Low
employees on proper use of billing numbers for
charging affiliates when reporting time.
VIII-6 | Regularly conduct internal audits of affiliate 314 High 0-6 Months Medium
transactions and associated cost allocations.
Chapter IX — Diversity and EEO
Implementation
Initiation
Description Page Priority Time Frame Benefits
IX-1 Update the diversity action plan, provide resousces, 339 High 0-6 Months High
and implement the plan in a umely manner and give
consideration to a Pennsylvania-specific inttative.
X2 Complete efforts to assure data integrity in the JD 339 High 0-6 Months Medium
Edwards human resources information systern.
IX-3 Develop and implement a standard data-verification 340 High 0-6 Months High
process for EEO-1 reporting.
IX-4 Require the AWWSC Human Resources Vice 340 High 0-6 Months Medium
President to review and approve ELLO-1 reports
prior to submission.
IX-5 Define, document, and implement more aggressive 340 High 0-6 Months Medium
hiring plans for women and minoritics.
0 Schumaker & Company 8/7/2008
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Implementation
Initiation .
Description Page Priority Time Frame Benefits
IX -6 | Formalize the supplier diversity program and 341 Medium 6-12 Months NMedium
explore the use of spend targets in the Supply Chain
performance objectives.
IX-7 | Submit comprehensive diversity reports to the 341 High 6-12 Months Low
PaPUC annually. :
Chapter X — Customer Service
Implementation
. Initiation
Description Page Priority Time Frame Benefits
X-1 Invest in new customer interfacing technology, 386 Medium 6-12 Months Medium
including TVR, electronic billing, and web self-
service capabilities. .
X-2 | Analyze employee turnover at the Pensacola Call 386 High 0-6 Months High
Center and develop strategies to reduce turnover.
X-3 | Strengthen recruitment, seiection, and traning 386 Medium 0-6 Months Medium
practices to improve the quality of new CSR hires.
X-4 | Develop a Pennsylvania-specific custorer service 387 High 0-6 Months High
scorecard and regularly report associated metrics to
the PAWC President.
X-5 | Perform an analysis of the increase in complaint 387 Medium 0-6 Months Medium
trends that PAWC is currently experiencing,
X-6 | Perform an analysis of the growth in PAWC 387 Medium 0-6 Months Medium
disputes.
X-7 Initiate actions to lower the number of over 387 High 6-12 Months $£300,000
estimaies in meter reading. to
$400,000
annually
X-8 | Complete the upgrade project for Advantex. 388 High 12+ Fhgh
8/7/2008
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Chapter XI — Operational Performance
Implementation
Initiation
Description Page Priority Time Frame Benefits

XI-1 | Develop a comprehensive damage prevention 392 Medmum 12+ months %100,000

program. annually

XI-2 | Improve bustness-continuity planning: 397 Medum 12+ months Medium

XI-3 | Perform a review and incorporate better 398 Medium 12+ months Low
technologies for preparing, distributing, and
updating the emergency and the operations and
maintenance manuals including the intranet site.

XI-4 | Conunue to stzengthen the unaccounted-for-water 410 High 12+ months High
program.

XI-5 | Incerporate the methodologies in the currently 410 High 12+ months High
evolving UFW spreadsheets into a more appropriate
technology, specifically a backend database with a

client sexver or web interface.

XI-6 | Refine the reporung of unaccounted-for water to 410 Medmm 6-12 months Low
the P2aPUC.

XI-7 | Invesugate the reasons for the increase in overtime 418 Medium 6-12 months 75,000
that has occurred in the Producuon Department. annually

X1-8 | Implement standard systems for monitoring and 419 High 12+ months High

reporting key statistical information in network
operations.
Phase III — Focused Area Analysis
Chapter XII — Phase III Water Operations — Distribution Business Systems
Implementation
Initation
Description Page Priority Time Frame Benefits

XII-1 | Strucrure the design of business applications for 434 High 12+ Months High
the distribution operatons function as shown in
Exhibit XI1-5.

XII-2 | Develop the leak tracking and reporting database 436 High 6-12 Months High
as a part of a larger, long-term effort to integrate :
with other supposting performance reporting
business processes such as NRW, permits,
pavement tracking, and hit facilities.

Schumaker & Company
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Implementation
Initation
Description Page Priority Time Frame Benefits
XI1-3 | Adopt the multi-organizational reporung structure 436 High 0-6 Months High
{upon which CMMS 15 being implemented} across -
both the wotkforce management bustness process
and supporung performance business processes.
XII-4 | Engage AWSC ITS to assist in the development 436 High 0-6 Months High
of the supporting performance reporting process
systems idenufied in Exhibit XTI-5.
X1I-5 | Address the deficiencies in the current plans 437 High 0-6 Months High
regarding the incorporation of leak tracking and
reporting into the design of CMMS.
XI1I-6 | Consider integration of leak tracking and reporung 437 Medum 6-12 Months Medum
with the eventual GIS system versus integration
with CMMS.
XII-7 | Ensure that the leak history is migrated into the 437 High 0-6 Months High
eventual leak tracking and reporting database from
all existing databases with good data.
XII-8 | Electronically connect leak and other records to 438 Medium 12+ Months Medium
the main prioritizaton model.
XI1-9 | Alocate infrastructure improvement budgets on a 438 High 12+ Months High
state-wide basis not just district by disericr.
XII-10 | Consider the eventual implementation of the parts 438 Medium 12+ Months Medum
) and inventory component of CMMS.
XIJ-11 | Recognize that a more robust distribution 439 Low 12+ Months Low
workforce management application may eventually
be required to support future business processes.
Chapter XIII — Phase 111 Human Resources
Implementation
Initiation
Description Page Priority Time Frame Benefits
XII-1 | Provide resources and perfornrtimely 459 High 0-6 Months High
unplementation of the six deliverables developed as
part of this Phase III project.
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II. Executive Management, External Relations, and Human
Resources

This chapter will review executive management functions of Pennsylvania-American Water Company
(PAWC), which include organizational structure and planning, management communications and
control, administrative procedures and control, strategic planning and external relations, and human
resources. X

A. Executive Management

Background & Perspective
Organization Structure and Planning

PAWC is a wholly owned subsidiary company of American Water Works Company, Inc. (American
Water). PAWC is a regulated public utility that is organized and existing under the laws of the
Commonwealth of Pennsylvania. It serves over 640,000 customers throughout 35 counties in
Pennsylvania. PAWC owns and operates distribution systems for the purpose of furnishing porable
water for residenual, commercial, industrial, and government users in its service territory. PAWC also
owns, operates, and maintains collection, pumping, and treatment systems for furnishing wastewater
service to residential, commercial, industrial, and government users in its service territory.

American Water is a corporation that is located in New Jersey but organized and existing under the Jaws
of the State of Delaware. American Water owns 18 regulated operating subsidiaries (including PAWC)
in 18 states. American Water is currently wholly owned by RWE Akuengescllschaft (RWE), a foreign
corporation that is organized and existing under the laws of the Federal Republic of Germany. As of
2007, RWE was planning on divesting all or part of its ownership in American Water through a public
common-stock offering {to be listed on the New York Stock Exchange), although the timing of that
offering has not been determined.
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The American Water organization as of December 31, 2007 is shown in Exhibit [-1.

Exhibit I1-1
American Water Organization
as of December 31, 2007
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Loz Davision
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Acconyms ar top of cach box represear the employee’s company affilianen. Although mosr emplovees are AWWSC employees, some are

acrually Amernican Warer Works Company {(AWWC) employees or American Water Enterpases (AWE) employees.
Souree: iaformation Response 257, Page 4. Information tesponse 779

Reporting to the Chief Executive Officer (CEQO) and President are Senior Vice Presidents (SVPs) for
Finance (also Chief Financial Officer), Sales and Business Development, Regulatory Programs, Human
Resources, Communications & External Affairs, and Legal, General Counsel & Secretary. Also
reporting to the CEO is the Chief Operating Officer {COO), who 1s responsible for division and
regional companies that are headed by regional and company presidents (including PAWC in the
Eastern Division), as well as Vice Presidents (VPs) for Customer Services, Operational Services, and
Process Performance. The AWE President also reports to the CEO.

The last major organizational restructuring (completed) took place in November 2003, after RWE
acquired American Water. That reorganization resulted in the consolidation of seven regions into four,
with PAWC as one of six regulated subsidiaries that became part of the Southeast Region. Functional
groups {e.g., service delivery, finance, human resources, and external affairs) were placed under regional
leadership, with staff deployed into states as needed. The organization review that resulted in these
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changes was part of an overall Vision and Strategy process that was carried out to develop a business
model for enhancing customer service, acceleratng business growth, and increasing efficiencies.

Most emplovees at the corporate level are employees of the American Water Works Service Company
{AWSC), with the President/Chief Executive Officer and Senior Vice President/Chief Financial
Officer (and their executive assistants) being the only employees of the parent company.

In 2007 American Water began moving away from a regional structure to align key support functons on
a nationa] basis. The aim of this migration is to achieve economies of scale and best practices while
focusing operational and state-specific functions on a state level. In late 2007 the Northeast and
Southeast regions were combined into an Eastern Division (includes Pennsylvania-American Water
Company), with the Central and Western regions combining in 2008 into a Western Division (also with
state presidents). Exchibir II-2 shows the first phase of this reorganization (Central and Western regions
will realign after the Eastern Division is formed).
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Exhibit I1-2
American Water Eastern Division Reorganization
as of December 31, 2007
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President
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Preswdeny

Wext Viginia
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Source: Information Response 1, Page 4 and 257 Addendum. Information Response 779(2)
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(e.g., law, finance, human resources) are provided from the corporate level to all divisions/states.

Exhibit 11-3

Pennsylvania-American Water Company Organization
as of December 31, 2007
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* Dual reportiag o Finance and dotted hine reporting to the PAWC President
Eixcludes 27 PAWC employees reporting to AWWSC management
Source: Information Response 257 and 779

The above organizational changes in Exhzbit 11-2 and Exbibit 11-3 have come about through informal

management discussions, not a formal process where minutes were kept of meetings. The process was

driven by the CEO, based in large part on what he heard from employees, customers, and other
stakeholders. No organizational measurement or assessmnent tools have been used. The PAWC

President had no input to higher-level organization changes, but she is rasked with making necessary

changes to the PAWC organization.
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No written department nor division descriptons, which include goals and objectives for each

department, exist. In early 2008 PAWC began a process of developing goals and objectives.

Management and Administrative Communications and Controls

PAWC uses a number of avenues to communicate with its employees, including:

%

Splash — a regional employee newsletter on current events as well as important activities and
employee accomplishments. Splash is distributed to all employees via hard copy and is available

on the intranet.

Talking Splash Points — a bi-weekly e-mail communiqué to all employees on company activities

and initauves. The purpose is to develop two-way dialogue between employees and

management.

Change Partner Network (CPN) — a group of employees representing all levels at American Water
that facilitates discussion with others (through meetings) on various issues and questions.
Nerwork members participate in meetings via conference calls (bi-monthly) (including
representation by PAWC) and then have follow-up meetings with their colleagues.

I The News — a daily communiqué that is sent to management and supervisors highlighting
news articles that pertain to PAWC and other pertinent utility-industry news.

News Your Need To Know ~ a daily e-mail broadcast of recent news, announcements, policy
revisions, and other current items of interest. Employees can gain additional information on
any topic through PAWC’s intranet.

Tnternal Announcerments — American Water-wide e-mail communications from senior management
about important PAWC announcements.

Also, individual managers and supervisors conduct “tool box™ talks with their direct reports.

PAWC uses a number of management reports, including:

%

Environmental Management and Compliance — a monthly regional summary report 10 management
on important environmental events and key statistics.

Network Reports — PAWC superintendents provide key operating information to management
(monthly).
External Affairs — two monthly reports on activities in each state and summaries of issues that

have the potential to negatively impact PAWC’s business.

Business Development Reports — include pipeline report (transactions under development) and
Critical Tasks memo (to closing of advanced transactions under agreement/ofter outstanding/
offer pending in ninety days). '

Finance Reporting and Business Performance Reporting (monthly) packages.
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*  Capital Investment Management (CIMY) Program Progress Report (monthly) that tracks capital
expenditures.

& Reforecast Reports (quarterly) on the Strategic Capital Expenditure Plan.

American Water creates and updates its policies via a process called the Policies, Strategies, and Practices
process. A policy panel was established in August 2006 to guide and support this process. Key
Governance templates were developed for American Water to define policies, practices, and strategies.
American Water defines policies as perraining to essential mandates that are basically non-negouable,
with few, if any, exceptions. Strategies describe what American Water strives to be or do and provide
direction or guidance to management decisions that take into account appropriate service levels, costs
and operating efficiencies, and business risks. Practices provide the details and steps for how the
business should operate. Practices include guidelines, standards, procedures, processes/workflows, and
tools (models, checklists, references, etc). All policies are approved by the American Water Board, the
AWYYSC Board, and/or the Business Center Functional Executives (CFO, COO, etc.). Strategies and
Practices are approved by Functional Managers (Business Centers and Regions). The intranet is used as
the primary means of distributing policies, strategies, and practices throughout the organization. This
effort is coordinated by the Policy Panel, which is made up of 17 managers representing all areas of the
American Water system. '

Strategic Planning

American Water’s corporate strategy, as described in its recent S-1 filing with the Securities & Exchange
Commussion (SEC), is to consistently provide customers with safe, high-quality drinking water as well as
reliable water and wastewater services. American Water intends to implement this goal by:

&  Prudently investing in regulated water and wastewater infrastructure projects
4 Earning an appropriate ratc of return on investments from state public utility cornmuissions
¢  Growing regulated businesses through acquisitions

¢  Pursuing public and private partnerships, including operations and maintenance (O&M),
military contracts and services, and other non-regulated businesses that are complementary to
its regulated businesses

The strategic-planning process for PAWC is initiated and directed by American Water, its parent
company. Overall, American Water develops a strategy that then feeds down into business-unit
strategies. These strategies, in turn, are used to develop business plans. At the American Water level, a
process calendar is developed that includes process deliverables and timeframes for process completion.
PAWC supports this effort by identifying key assumptions and assigning responsibilities for task
completion. These initiatives are then reflected in supporting plans that are developed at the Southeast
Regional level. Quarterly financial planning and analysis meetings are held to update expectations (e.g.,
deadlines and approaches), key assumptions (e.g., capital expenditures), and future planning activities
(e.g., tasks, owners, and due dates) for the business plans.
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For 2007, American Water targets were established in the areas of:

4  Finame — meeting business-plan financial commitments, processing rate cases effectively, and

securing regulatory approval for transfer of ownership (public offering).

% Customer — enhancing customer sadsfaction, delivering reliable and high-quality service, further
developing business growth, and enhancing brand equity through an integrated and coordinated

company-wide communications approach.

¢  Process — enhancing operational performance by achieving Sarbanes-Oxley (SOX) compliance
(enhanced internal controls and responsibility) and delivering on the capital program; executing
a company-wide diversity plan.

¢  Employee — enhancing employee strength and capabilities as well as employee engagement and
satisfaction. :

Broad goals in all four of the above areas are assigned to senior level managers in the organization and
these goals are then cascaded down through the organization (employee specific via a balanced

scorecard).
There have been no strategic-planning studies performed in the past five years.

Regional business performance is tracked via monthly business-performance reporting packages

{discussed by senior management through meetings and conference calls).

Corporate goals and targets have been defined for American Water, the regional levels, and PAWC in
the areas of finance, customer service, process (operating performance and diversity), and employee
(skills, capability, and employee satisfaction). There are no associated business plans that directly tie in
to these high-level goals and targets.

In February 2006, American Water conducted a partial internal benchmarking study that included the
Customer Service Center (CSC), Information Technologies (IT), Shared Services Center (SSC) and
Finance, Water Quality, Human Resources (HR), and Supply Chain organizations. This study focused
on costs, and not service levels, although it identified some key performance indicators (IKPIs) for each
functional area as well as 2 discussion of supporting indicators (drill down) and qualitative drivers. Not
all functions (e.g., operations) were included in this study. Subsequently (later in 2006), an outside group
was engaged to perform a more comprehensive benchmarking study that would include the use of cost
data to develop productivity and effectiveness data. This effort is on hiatus until after the initial public
offering is completed. American Water has indicated it intends to complete this more comprehensive
study.

The Southeast Region (PAWC contributes) has 2 number of key performance indicators (KPls) that are
monitored on a weekly and monthly basis. Areas include financial (budget variance reports), customer-
opinion surveys and actions taken in response to each survey, inventory action plans and turns data, and

numerous performance indicators for nerwork, production, and field-service personnel. These
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performance measures are used by supervisors to manage specific areas of their responsibility and are
not tied back to any corporate-wide strategic plan.

There are no major corporate initiatives underway except for the state-focused organization realignment
{discussed earlier) and the Sarbanes-Oxley (SOX) compliance initiative (discussed in Chaprer X ~
Corporate Governance).

Findings & Conclusions

Finding 111 In general the American Warer/PAWC organization adequately supports
current mafepaver and corporate ohjectives.

American Water, PAWC, and regional and supporting organizations are undergoing significant
organizational changes. The basis for these changes, while largely informally developed, is sound and
practical. A corporate focus on centralizing core services, focusing more control at the state level, and
promoting efficiencies, commonalities, and best practices throughout the American Water system is
appropriate (especially given the numerous and dispersed companies in the American Water system).

A review of the existing organization {American Water executive team, Southeast Region, and PAWC)
down through the Manager/Director level shows that spans of control are appropriate, and

Schumaker & Company did not identify any excess layering of management. Like functions are grouped
together (within American Water, regional, and PAWC organizational units) and appropriate matrix
relationships exist berween like functions at different levels of the organization (e.g., financial functions
up and down the organization).

Specific instances where Schumaker & Company recommends organizational changes are included in

Chaprer I17 — Support Services and Chaprer IX — Diversity & EEO.

Finding 11-2 Organizational planning and development at American Water/PAWC is
fargely informal and could be improved.

There are no documented processes, criteria, or procedures for evaluating the efficiency and
effectiveness of the organization. Organizational changes are not part of a strategic-planning process
and, at the regional/company level, are justified through the budgeting process (as part of the process of
reviewing additions, changes, and deletions impacting labor costs), as discussed further in Chaprer 111 —
Financial Management. There is no documentation on the rationale or process for past changes to guide
future reviews (e.g., the conditions that prompted an organizational change). There are no requirements
to periodically review the organization, nor are there any criteria that would define wiggers to evaluating
the organization or specific organizational units.
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Finding [1-3 Managerent communications and control are adequate,

American Water uses a number of written and intranet vehicles to communicate with its employees on a
weekly (e.g., News You Need to Know), bi-weekly (e.g., Splash Points), and monthly (Splash) basis.
Topics go beyond news of general interest and include ownership-transition updates; posting of new
policies, organizational changes, and key managerial positions; information and training on SOX
initiatives; customer satisfaction, diversity, information technologies, Code of Ethics, and the Ethics
Hotline; and news on other important process initiatives {e.g., Supply Chain), among other items.
Splash, PAWC’s monthly newsletter, is a professionally prepared publication that covers a wide range of
topics, including personal messages from the Chief Executive Officer, and is well laid out (short, to-the-
point articles with appealing pictures}.

The Change Partner Network is 2 good means of promulgating information via face-to-face meetings
between management and employees. The purpose of this American Water program is to employ a
cross-section of employees to share informaton and create an ongoing dialogue about American
Water’s news, business changes, and operations. Although each meeting (held monthly and integrated
into the weekly Splash Points/Tailhook meetings) has a designated speaker and topics, the interaction is
two-way with the participants. The intent of such interaction is the identification of topics of interest
and concern to employeesl(hot topics)y and the provision of feedback on what is or is not working.
Employees can participate via conference calls, and liaisons are identified to assist with follow-up
questions and action 1tems and to arrange for subject-matter experts to participate as needed, among
other duties. Listed topics include important and changing customer, employee, and operations topics
such as training, SOX compliance, customer service and call centers, and best operating practices,
among others. The Southeast Region {which includes PAWC} has approximately 60 members of CPN,
representing a broad range of employees across the Southeast and PAWC organizatdons. PAWC-
specific issues are addressed mainly through Splash Points/Tailhook meetings.

Finding I1-4 Administradve procedures and controls are appropdate.

Around the beginning of 2006, American Water and the subsidiary companies embarked on a review of
policies and procedures. This process involves the Senior Management Team identifying and
documenting the need for a new policy or a revision to existing policies, with sponsoring senior
managers, affected functional areas, and other stakeholders developing and reviewing drafts of policies
and implementation plans. A Policy Panel coordinates this effort and approves the policy for
forwarding to the appropriate approval authority (American Water Board, AWNYSC Board, or Business
Service Executive). The appropriate functional area manager is then responsible for communicating and
implementing the policy of procedure and for monitoring and reporting on its effectiveness or any
problems. Guidelines in the torm of templates and training presentations have been established to
guide the form, substance, and consistency of all policies and practices. Policy implementation plans
and Intranet posting checklists track development and implementation of each approved policy
Procedures are publicized to employees via weekly “What’s New,” more important procedures are
further highlighted in other employee publications (e.g., Splash Points), and the library of all procedures
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is maintained and made available on PAWC’s intranet. The status of policy review and implementation
is addressed through the Policy Panel.

Functional managers are responsible for policy and procedure maintenance and the Policy Panel is
charged with coordinating this effort. Policies are required to be reviewed every three years or when
required by any significant operational or organizational changes. All updated policies are listed on the
American Water intranet with the effective date of their last revision.

Finding I1-5 American Water and PAWC lack a formal, systematic strtegic-planaing
process. '

Although American Water has laid out strategic goals and targets in various documents {e.g., S-1 filings,
employee communications, and business plan), there is no strategic plan laying out the strategic
direction of the company that is tied to overall goals and performance indicators. Likewise, there are no
directly supporting subsidiary plans that further break down goals and performance indicatoss.

Although the 2007-2011 business plan and supporting regional business plans contain some elements of
non-financial aspects, these documents are largely financial-planning tools. PAWC does have a number
of performance indicators (key performance indicators) and plans to improve non-financial areas (e.g.,
Human Resources), but these are not directly tied to corporate strategies. As mentioned earlier,
American Water has initiated an effort to develop performance indicators (including benchmarks);
however, this effort has not been completed and needs to be incorporated into future strategic planning
efforts.

Recommendations

Recommendation 111 Develop a systematic organizational-planaing and development
process. {Refer o Pinding 11-2.)

Periodically (at least every five years), American Water should examine the organization to ensure that it
is still meeting all corporate goals and objectives (customer service, efficiencies, etc.). This process can
be incorporated into the annual strategic-planning process. Set out criteria for review such as spans of
control, grouping of like functions, management layering, impact of management development and
training, performance criteria, level of support required from other organizational units, and lines of
reporting and communication (this is not meant to be an inclusive list). If these reviews come through
management meetings/discussions and committee work, results should be documented. Also, the
company must define conditons or situations that should trigger an organization review (e.g., major
change of a business process, application of a new technology, difficulty responding to a major or
systemic problem or issue). It must also assign responsibility for maintaining updated organization
charts.
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Recommendation 11-2 Develop a formal and integrated sirategic-planning process, {(Refer
to Finding 1-5.)

American Water should develop a written strategic plan that embodies American Water’s four main
goals as described in its S-1 filing and other documents. The company must tie each strategic goal to
sub-tending supporting goals and set performance targers to measure these goals. It will require
subsidiary companies to develop supporting plans that directly te back to the Corporate Strategic Plan.

- American Water should also establish calendars and processes (similar to business-planning process) and
establish a coordinating group (e.g., Strategic Planning group) or expand the duties of the current
Planning and Controls group to coordinate and assist in the process.

e
i
4
i
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B. External Relations and Corporate Communications

Background & Perspective

The American Water External Affairs organization, which is part of AWNYSC, is shown in Exhbir I1-4.

Exhibit 1J-4
AWWSC Communications and External Affairs Organization
as of December 31, 2007
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The Corporate Communications and External Affairs group is lead by a Senior Vice President who
reports directly to the American Water Chief Executive Officer and President and is responsible for

developing and implementing an integrated strategic-communications program for American Water and

its subsidiary companies. This duty includes corporate communication, media relations, community

relations, internal communications, and corporate social responsibility. The Senior Vice President

Corporate Communications and External Affairs is also responsible for leading the government-affairs

function, including direct or oversight responsibility for developing and maintaining relationships with

government bodies, commissions, agencies, and legislatures at all levels. This obligation includes
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participating in developing and supporting rate case strategy, developing and delivering to government
officials relevant information, materials, and presentations, and developing external relationships to

shape the legislative and regulatory environment.

Reporting to the Senior Vice President are Directors for Internal Communications, Marketing and
Advertising, and External Communication and Corporate Responsibility. The Director of Internal
-Communications is responsible for creating and maintaining a comprehensive, integrated, and proactive
internal communication program, which ensures that employees are informed about American Water’s
strategy, business goals, and key initiatives. The Director of Communications and Corporate
Responsibility is responsible for leading and managing American Water’s external-affairs strategy
including media relations, government relations, communiry relations, grassroots strategies, and key
relationship development and management. The Director of Advertising and Marketing is responsible
for marketing, advertising, and all communications activities to support key business-development
activities as well as overseeing the American Water rebranding efforts (marketing and advertising
programs to change, for the better, the way important publics feel about American Water when they
hear or think about its name}. A Director of Government Relations and Best Practices (this position
has recently been created and is currently vacant) will be responsible for government-affairs-related
activities on the federal and state levels. This responsibility includes direct contact with federal
lawmakers and regulators concerning water and wastewater issues (including directing the efforts of
contract lobbyists in Washington). It also entails working with the states to develop and implement
local and state government-affairs programs including outreach programs. This position will have a
dotted-line reporting relationship with the state presidents In addition, four Regional Directors of
External Affairs support the American Water effort and provide a more specific regional and state focus
on this function. '

American Water has recently rolled out several key communications strategies and programs as follows:
& Rate Case Communications Strategy — a methodology for outlining and implementing

communications to regulatory bodies and key publics in support of rate-case filings.

% Capital Investment Communications Strategy — means of communicating to states, local communities,
and other key constituencies the need and value of capital-investment projects.

% Bill Insert Stratsgy — projected number of inserts by state and associated costs.

& Isswes Management Protoco/— a means of identfying and managing issues affecting American
Water and of establishing roles and responsibilities throughout the organization.

¢ Collateral Querview Strategy — a means of developing packages of communications material to be
used throughout American Water. '

0 Schumaker & Company 8/7/2008




MAS REPORT 2 - VOL 1
CAUSE NO. 43680
Page 85 of 306

33

Expenditures for AWWSC external-relations activities for the past five years (2003 to 2007) are shown
in Exhibit I1-5.

Exhibit 11-5
Summary of Expenditures for AWWSC External-Relations Activities
2003 to 2007

3
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Budgct $567 844 51,316,832 $3,353.237 $3,252,848 54,833,696
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The budget increased significantly from 2004 to 2005 mainly because of increases in expenditures for
payroll costs and advertising. The budget increase from 2006 to 2007 reflects marketing costs from
Business Development, which was transferred under External Relations. AWWSC External Relations
staffing levels have increased significantly, from minimal levels up to its 2007 strength of 14, including
Regional Directors.

In addition to AWWSC costs, expenditures specific to PAWC {direct expenses, excluding payroll and
overhead costs) have averaged slightly over $500,000 per year over the past five years, and these sums
have been fairly consistent, although 2007 did see a jump to $640,000. The great majority of these funds
were devoted to community-relations activities such as donations to charitable organizations,
sponsorship of local events and chamber of commerce activities ($200,000 budgeted in 2007), and
varlous printing and mailing services related to booklets, newsletters, flyers, print advertising, and the

like ($420,200 budgeted in 2007).

PAWC must answer to a number of governmental and regulatory agencies including The Pennsylvania
Public Udlity Commission, the Office of Consumer Advocate, the Office of Small Business Advocate,
the Department of Environmental Protection, the Department of State, the Ethics Commission, the
Independent Regulatory Review Commission, the Pennsylvania Depariment of Transportation, the
Department of Revenue, and the Pennsylvania Infrastructure Investment Authority.

There are a number of recent and active legislative proposals at the state level, covering a wide range of

issues, that affect PAWC’s operations. Included are bills involving investment funds for public water
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and sewer projects (including several involving the Dam Project Fund), procedures to be followed on

utility-industry restructuring, and other minor issues.

There are no public-opinion polls conducted for PAWC, except for an annual customer-satisfaction
survey (on very broad customer satisfaction) and random inquiries of customers who have had recent

contact with PAWC (again only in very broad terms of customer satisfaction}.

Findings & Conclusions

Finding 11-6 Ametican Water's external relations function has been recently
strengthened and is well positioned 1o suppott corporate objectives and
regional/state efforts; however, the role of the Southeast Regional Director
should be better defined.

Senior management of American Water and PAWC has recently strengthened the external relations
function of the companies. (Refer to Finding II-7 for a discussion regarding program development.)
Since 2006 the External Affairs and Corporate Communications function has been led by a senior
officer who has high-level visibility in the organization. (Previously this function was led by a VP
position.) The Senior Vice President of Corporate Communications and External Relations has
extensive experience in the communications field and, prior to joining American Water (approximately
one year ago), was owner and president of her own communications consulting company. Directors
heading up Adverusing and Marketing, External Communications, and Internal Communications are all
well qualified (in terms of both education and experience) for their roles. The Director of Government
Relations and Best Practices is a newly created position and has not yet been filled.

The roles and responsibilities for these AWWSC positions are described in detail in job descriptions,
which include primary roles, key accountabilities, an estimate on percentage of time spent on each one,
key interfaces and relationships, and required education/experience/certifications. These roles and
responsibilities are applied across the American Water system.

Regional directors are identified to provide local presence and expertise. These directors report directly
to the Senior Vice President of Corporate Communications and External Affairs (American Water) with
a-dotted-line reporting relationship to the state presidents. The Southeast Regional Director for
External Affairs (responsible for Pennsylvania) has over 28 years of experience with American Water in
a variety of customer service and operations roles {she was recently a manager of district operations} and
has been in her current role for three years. She manages a staff of 12 employees and is responsible for
providing strategic input, from the state and local levels, 1o American Water external and corporate
communication efforts. She is alse responsible for interfaces with all outside publics. These contacts
and efforts have been on an ad-hoc basis (as issues and needs arise). For example, AWWSC External
Relations has identified the importance of and need to proactively address major problems (e.g., major

main breaks, service disruptions, environmental issues, etc.) and are developing corresponding programs
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to manage these problems and other AWWSC programs; however, these programs need to be

substantively rolled out to the regions and states.

Finding 11.7 American Water has recently developed a number of strategic external-
relations programs; howeves, these programs have not yet been rolled out,
and there are no regional or state-specific operatonal plans.

American Water has recently developed a number of strategic programs to enhance the corporate
communications and external affairs functions. The most significant of these involve rate case

communications, capital Investments, and issues management.

The Rate Case Communications Strategy is a lengthy (65-five-page) document that defines outreach
acuvitles” toward regulatory agencies, state and local governments, customers, and the community
regarding the need and ratonale for rates. These communication activities are broken out by those in
support of a rate filing as well as ongoing, year-round activities. This strategy has well-defined goals
{(transparency of information to promote trust, education, and promotion of value, and to identfy and
address concerns as ongoing goals; substantive and comprehensive education of all interested publics on
the need for rates and value of investments that are specific to rate cases) and broadly defined activites
(termed strategies) to accomplish these goals. Audience/stakeholders (e.g., state regulatory authority)
and key messages (e.g., demonstrate how and why water capital investment is important to the
community} are also broadly defined. The plan goes on to specifically lay out tactics (action steps) to
implement with the media, customers, local elected and appointed officials, and emplovees. This plan
also requires regional external relations to develop supporting rate case strategies and timelines.
Templates are also provided for letters to customers, press releases, frequenty asked questions, and
other items. Although this document is only in draft stage, as of early 2008, it provides a good basis for
increasing external communications and relationships with regulatory agencies, state and local
governments, and local communities and ratepavers.

The Capital Investment Communications Strategy is a supportive plan to the above Rate Casc Strategy
to further communicate the need and importance of water infrastructure projects. This strategy is
structured similar to the Rate Case Strategy and further details communication vehicles for
communicating, on an ongoing basis, with customers, community, and legislative leaders, regulatory
agencies, and the media. This plan is also in draft stage. Capital investment has been identified by
American Water’s senior management as a critical factor in American Water’s future operation.

American Water has recognized the importance of identifying and even anticipating important issues
and of addressing them in a positive and proactive manner. An Issues Management Protocol was
recently developed (October 2007) that identifies issues by category (operational, environmental, and
reputation), priorities of issues, broad strategies for identifying particular issues, profiling the issue
(describing what the issue really is, its importance, who is affected, etc.), developing communication plan
of action, assigning roles and responsibilities, assembling an Issues Management Team, and finally
capturing key lessons learned.
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A Collateral Overview Strategy has also been recently developed to serve as a living document (o define
standard communication packages that can be used throughout the American Water system. Examples
include Investor Facts brochures, Community Facts brochures, state-specific brochures {e.g., what
American Water does in those specific communities, partnerships, state contact points), and, notably,
Regulator packages (information on consumer-education efforts, infrastructure updates, and other

important Issues).

All of the above documents provide a good basis for a substantive external relations strategy and effort,
but they have only been recendy developed and have not yet been rolled out for implementation. Of
note is that these strategies {especially the Issues Management Protocol) rely on the activities of the
regional and local external-relatons personnel. Menton is even made in the Rate Case Strategy for
supporting local operational plans. To date, these state-specific strategic/operational plans have not
been developed, although there have been some recent efforts to develop outreach contact lists and
communications time lines for upcoming rate case strategies. American Water has recently created a
position of Director of Government Affairs, whose job description implies the responsibility to work
with regional and state external-relations management and personnel to develop these supporting plans.
This position has only recently been filled (December, 2007).

Recommendations

Recommendation I1-3 Develop a regional/state operational external-communications
plan. (Refer to Finding 11-6 and Pinding 11.7)

The Southeast Regional Director of External Relations, working with American Water’s Corporate
Communications and External Affairs Department, should develop a regional and state-specific
(Pennsylvania) External Relations Plan. This plan should directly support and integrate with current and
future American Water External Relations strategies and should contain, at a minimum, the following
elements:

% A State Rate Case Strategy that reflects the American Water Rate Case Strategy vet features
state-specific (Pennsylvania) details on contacts (e.g., specific regulatory, government, and
community titles and names if possible), makeup of rate-case teams, calendars, communication
vehicles, and reporting mechanisms. Action plans can be used to define and report progress on
individual initiatves.

% An ongoing contact program, including development of a list or matrix of specific regulatory,
government, community, and business contact points (titles of positions and names if possible)
with specific company responsibilities to contact, a calendar for periodic contact, and a
reporting mechanism for'documenting topics, issues, feedback, follow-up action, etc.
Government and community organizations should be proactively queried on perceptions,
complaints, service levels, etc., and responses from this type of surveying should be analyzed
for potential gaps in performance. Develop a database for capturing and analyzing these
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potential issues. This type of key-stakeholder outreach program should identify and encourage
American Water/PAWC senior managers to develop personal relationships with key external
constituents and stakeholders who are important to American Water’s/PAWC’s business
agenda. All of these relationships and contacts should be clearly and plainly documented.

¢ A Corporate Citizen Strategy to define how much and where monies should be directed toward

event and activity sponsorships, grants, contributions, and community employee involvement.
For example, efforts can be prioritized and divided among education {e.g., promoting science
and engineering in local schools/technical colleges with the potential payback of developing an
engineering pool of future employees), environment (e.g., programs on education, conservation,
protecting endangered species, etc.), arts and cultare, and community and neighborhood
development. A Regional Contributions Committee can be formed from the region’s senior
managers to develop guidelines and recommend disbursements.

All regional and state external-affairs managers should have these new responsibilities detailed in their

job descriptions and their organizational functions should be spelled out in charters. The new American

Water Director of Government Affairs should provide strong corporate (American Water) support to :
developing stronger external relations at the state and local levels. :
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C. Human Resources

Background & Perspective

Organization & Staffing

Human resource (HR) services are delivered to Amertcan Water Works Company, Inc. (American
Water) through a shared services model by the American Water Works Service Company (AWWSC)
HR organization, which is organized as shown in Exhébit [I-6. This approach assures consistency of
policy and programs across all American Water business units while achieving some efficiencies over
redundant local IHR organizations.

Exhibit 11-6
AWWSC Human Resources Organization
as of December 31, 2007

AWWNE AR AWK

Stoane

Source: Information Response 1, Intecviews 21 and 22, and Company Comments

AWWSC has also set up a Benefits Services Center (BSC) organization to manage benefits across the
American Water organization. Employees contact Benefits Specialists at a centralized call center to
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receive information, make changes, and otherwise manage their benefits. This organization is described

in Exchibat H-7.

Exhibit I11-7
AWWSC Benefits Services Center

as of December 31, 2007
AW
Manager
Besefus
Vonrhees, NJ 16
AW

Administrative Assistant

Vaorhees, NI

L

AWWK

Supesisor
B3¢

Voushees, NJ It
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L

1

AWNWHC

Feam Lend

Retrement

Yoorhees, Nj

]

I

1

AWK AW AWWSC AWNWRC
Fem Lead Adminsirator Admmnisteatey Adownesrearor
Benefirs Renchis Benchis Benetits
Yourhees, N} 8 Vourhres, NJ Vaodees, Nj Vonchees, Nj
AWWKC
AWWX AWNKC Administmter
Senwoe Specalisg Sentor Speesalist Bencfus

Benehts

Benetns

Voorhees, N

Vooihees, Nj

AWWKT AWWS
Sensoe Specndist Senior Specialist
Benefits Benefus
Yonrhees, Ni Vouorhtes, Nf
AWNWXC AWWSC
Seaiae Specialist Semor Specifisi
Berehts Benefus
Voorhees, Ni Voarhees, N|
AWWYS AWWNC
Senien Speciafise J Speciabst
Benchits T Benclies

Vonrhees, Nj

Voorhees, N}

Source: Information Response 257 and Company Comments

Veosarhees, Nf

AWWSC HR functions provided to Pennsylvania-American Water Company (PAWC) include employce
and labor relations, compensaton and benefits, HR systems and processes, and organization and talent

development.
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A small group of HR staff supports PAWC exclusively, as shown in Exbibit II-8. An HR Manager and
four HR Generalists serve PAVWC’s day-to-day needs and are PAWC employees. These generalists are
located in Hershey (1), McMurray (2), and Wilkes-Barre (1). The Manager and HR Generalists have
responsibility for Pennsylvania employee and labor relations, staffing, wage/salary administration, legal
compliance and policy implementation. There are also two HR Specialists {one in McMurray and one in
Wilkes-Barre) who are primarily responsible for leave administration, including Family Medical Leave
Act {FMLA) wacking, and who also assist with recruiting and wage/salary administration.

Exhibit 11-8
Pennsylvania-American Water Company Human Resources
| as of December 31, 2007

AWWSC

Regional Directior

FHuman Resources

FHershey, PA 9
PAWAC AWW
Manager
Fluman Resounces Traming and Development
NMeMumy, PA 6 I-lc:rshty, PA 1
PAWC PAWC AWWNC
Senior Genembist Generaliss Frunce
o S
IR HR
McMuamray, Py Hershey, A {ershey, PA
PAW( PANC
Generalist
n piR
Medtumy, PA Witkes-Barre, PA
PAWC PAWC
Specialist Specialise
MR HR
McMurey, PA Wilkes-Barre, PA

Source: Information Response 433 and Company Comments

HR Technology

JD Edwards World
American Water is using JD Edwards (JDE) as its primary Human Resources Information System

(HRIS}. The current version in use is JDE World Version 7.3.12. There are no plans to update ro a

newer release. (The current version available is 9.1.) American Water does, however, have plans to
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modify the existing software. These modifications are detailed in a business case that has been prepared
to support the decision to make them. Exhibst I[-9 details the objectives of the project.

Exhibit I1-9
HR-Process Improvement Objectives
September 11, 2607

High-Level Business Objective 1: Improve JDE Functonality Within the Cum 12 Environment

HR-Related Objecuves

Reduce time FIR employees spend researching, processing, & reporting HR-related information

Reduce paper-based reporting for HR

Standardize codes to allow for easier, more consistent reporting

Reduce the need for ancillary databases for data analysis

Modify systern to adequately prolong the useful life of JDE for HR

Improve the planning process through availability of HR-related data

Improve the timeliness and accuracy of communication to employees regarding changes to their record

Improve data integrity and reduce errors

Time-Entry-Related Objectives

Drive employees’ responsibility and accountability for their ime and atrendance

Reduce time employees spend reporting nme (both hours worked and not worked) ~ potentially through use of
exception-based reporting for exempt employees only

Improve integration of Time & Attendance system with Financial system, including automatic wracking of vacation,
illness, & holiday, etc. ... time; queries able to be run 1o access this informaton and create reports

To the extent possible, eliminate paper-based reporting for Time & Arrendance

Eliminate duplbicate ume eniry

High-Level Business Objective 2: Turn on Functionality Previously unused

Turn on Health and Safety module to assure capture of safety issues within the American Water core system

Turn on Workers’ Compensation module to assure capture of work-related injury information within the American Water
core system and reduce the likelthood of overpayments

Turn on Posidon Control module to facilitate role-based security and track the history of American Warer positions

Turn on Applicant Tracking module to facilitate the importing of new hire data from Peopleclick

Turn on Job Reguisition module to assure accuracy of budgeted headeount reporting

Turn on Wage & Salary module to facilitate salary planning and annual increase process

High-Level Business Objectve 3: Improve Business Workflows

Implement workflow software to allow for some levels of automated approval routing

Source: Information Response 341

American Water has been using JD Edwards as its enterprise resource planning (ERP) for a number of
years. The software, however, is not currendy used to its full capability. Functons and screens are
either not being used at all or are not being maintained. Turning on the functionality and populating
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and maintaining certain ficlds will increase the productivity of Human Resources and the employee
Service Center. In additon, it will streamline existing processes and protocols. The result of these

improvements is increased customer and employee satisfaction.

The scope of this project is limited to improvements 1o the current version of JD Edwards. It includes
turning on and pepulating currently unused modules, reviewing and cleaning up existing data, revising
definitions of certain data elements, eliminating certain customization within JID Edwards to allow
greater usage of the system’s capability, and standardizing HR reporting.

Peopleclick

American Water uses Peopleclick RMS™ to manage the acquisition of employees. This software
provides an efficient, cost-effective, and process-driven way to staff the organization. RMS provides
employee-recruitment process management, from candidate identification and pre-screening to
qualification and selection. Tied to powerful reporting and analytics tools, RMS provides enhanced
visibility into diversity goals, recruitment performance, and strategic recruiting objectives.

Time and Attendance

American Water has four different time and attendance systems in use. It considers the system used in
Pennsylvania as a model and seeks to broaden its use throughout American Water. This systemn was

developed internally by PAWC.

ExecuTrack

Currently, American Water licenses ExecuTrack. The dara for Executrack is used for the talent audit
for ML (Management Level} 1 to 4 and some employees in levels 5 to 7, depending on their reporting
relationship and potential for advancement. American Water, however, needs to go deeper into the
organization to understand its bench strength in order to better plan and execute its business strategy.
The first Organizational Capability initiative in 2006 encompassed approximately 300 employees, but
American Water currently has the capability to include 400 individuals in ExecuTrack. As the company
completes its divestiture, talent management will become increasingly critical. American Water will need
to identify existing talent, assess and understand the strengths, and determine where it needs to invest in
development.

ExecaTrack will provide American Water with the ability to effectively track and report on information
regarding employee knowledge, education/certifications, skills, and abilities. As a result, American
Water should be able to more effectively manage and develop its talent. Schumaker & Company see
this as 2 critical need for the company going forward.
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Findings & Conclusions

Finding 11-8 | AWWSC Human Resources has no direct accountability 1o PAWC.

The PAWC Human Resources Manager and the AWWSC Regional Training and Development
Manager serving PAWC report to a Southeast Region Director, who in turn reports to a Senior Vice
President for Human Resources in Voorhees. Human Resources functions performed by the HR staff
assigned to Pennsylvania include employee and labor relations, staffing, wage/salary administration,
legal compliance and policy implementation. There are four HR Generalists serving the entre state.
These HR Generalists support all FR needs from offices in Hershey, McMurray, and Wilkes-Barre. A
large percentage of their time is dedicated to staffing. There are also two HR Specialists (one in
McMurray and one in Wilkes-Barre) who are primazily responsible for leave administration, including
Family Medical Leave Act (FMLA) tracking, and who also assist with recruiting and wage/salary
administration. The Pennsylvania HR Manager is the primary labor negouator for PAWC collective-
bargaining agreements, although the Regional HR Director has negotiated the most recent agreements
in the larger bargaining units (OQutside Districts, Pittsburgh and Wilkes-Barre/Scranton).

Although the PAWC HR Manager and her HR staff are PAWC employees, they report to the regional
HR Director. The Regional HR Director and the PAWC HR Manager are described as having dosted-line
reporting relatonship to PAWC’s President and PAWC management. However, in the case of the HR
Manager, we would expect the opposite.

A regional Training and Development Manager and a Trainer also report to the regional HR Director.
The Training and Development Manager is responsible for organization development, change
management, and organizational effectiveness. She and the Trainer are focused on training as a
component of organizational effectveness. About 25% of the Training and Development Manager’s
time is spent on regional HR issues, while the remainder of her time is spent on Pennsylvania. Some
time is also spent on American Water HR initiatives with a national focus.

We would agree that training and organizational development resources can be leveraged by the broader
American Water organization. As such we would expect this to be a corporate position. Nonetheless, if
75% of the Training and Development Manager’s time is spent on PAWC, we wonder if there may be a

need for a full-time position in Pennsylvania.

As such, the purpose of the regional HR organization is not entirely clear to Schumaker 8& Company,
although we suspect it makes sense for states where American Water has smaller operations with less
regulatory scrutiny. From the perspeétive of PAWC, the regional HR organization puts important
resources at arm’s length.

This is not to say that it cannot work. Organizatonal development and the Regional Director spend a
significant portion of their ime on PAWC needs. Our concern is one of competing priorities and
limited authority of the PAWC President to direct HR resources.
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American Water’s 2007 reorganization restored the state organization and the PAWC President
position. This combined with the size of PAWC, its wide geographic scope, and the unique regulatory
environment in which it operates, supports the need for a Human Resource organization that reports to
the PAWC President and is aligned to the specific needs of this regulated entity.

Finding 11-9 PAWC does not have a service level agreement with AWWSC that specifies
the level of HIR suppornt to be provided.

Given the limited HR staff assigned to PAWC and the lack of a direct teporting relationship to PAWC
management, Schumaker & Company looked for a service level agreement or similar document that
would specify standards of performance by AWWSC. PAWC confirms that there is no service level
agreement between PAWC and AWWSC.

A service level agreement is an important and, in recent years, commonly used document that defines a
certain “level” of service that 1s to be provided by one organization to another. This agreement is
expressed as a set of defined tasks and processes, each party’s roles and responsibilities, and associated

metrics of performance.

A paragraph in the 1989 AWNSC agreement with PAWC is all that defines the HR services provided by
AVNVSC. This paragraph reads:

G. Human Resources: Scrvice Company shall assist in obtaining qualified personnel for Water
Company; in establishing appropriate rates of pay for those employees; and in negotating with
bargaining units representing Water Company employees. It shall carry out training programs for
the development of personnel and advise and assist Water Company regarding personnel. It shall
also advise and assist Water Company in regard to group emplovee insurance, to pension and
benefit plans, and in the drafting or revising of those plans when required. It will keep Water
Company apprised of all employment laws and develop procedures and controls to assure
compliance.

Most companies, in non-regulated industries, operating in 2 shared-services environment now have
service level agreements in place that specify the resources dedicated to a specific unit. They also
typically have clear metrics that define the quality and efficiency of the services provided. This type of
agreement seems even more essential in a regulated affiliate relationship and, as we have indicated, does
not exist for PAWC.

Findmg [1-10 Human Resources does not have standard metrkes and does not make
regular reports of its contribution.

Today’s top-performing HR organizations measure and regularly report performance metrics. At
minimurn, these measurements include standard quality metrics related to cost, time, volume, errors, and
customer satisfaction. More sophisticated measures are being implernented that relate directly to

strategic outcomes and human capital contribution.
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We found no such measures at PAWC While some key indicators exist, such as time to fill on open
staffing requisitions, turnover, grievance rates, etc., they are not tracked on a consistent basis nor
regularly reported. We reviewed the HR performance measures specified in the Southeast Region
Target Agreement. Measures identified in this document range from specific and quantifiable, such as
“Reduce time to hire by 10% compared to 2006,” to vague goals such as “Create work environment

where each employee feels valued for their (s#) contributions regardless of individual differences.”
Goals such as these are important, but we would expect the measures to be quantifiable.

Activity and HR programs do not, in and of themselves, provide any insight into HR’s effect on
business results. We would expect a set of measures that reflect the full contribution of HR to PAWC’s
success. These measures should be continuously tracked and periodically reported to executive

leadership.

This finding was addressed further as part of our Phase II] efforts.

Finding 1112 Daata integrity problems in the D Edwards human resounrces information
system makes for additional manual effort, ereates opportunity for errors,
and Hmits PAWC HRs ability 10 measure its effectivencess,

The lack of measures discussed above is driven in part by the lack of data. This was evident from our
earliest interviews with Pennsylvania HR staff. The extent of the problem was better understood in
subsequent interviews. Schumaker & Company did not perform an audit of HR data, but we were told
that there Is important data thatis not captured {such as position control), there is inconsistent use of
codes (such as location codes) and that data from the system must be manually checked (such as the
utilization data for the EEOQT). The data integrity problems were evident to us in our review of the
affumative action utilization data. We heard on more than one occasion, HR stalf saying something to
the effect of “you just can’t trust anything that comes out of | D Edwards.” A recommendation
addressing this finding is included in Recommendation IX-2 of Chapter IX — Diversity & EEO.

As part of its Sarbanes-Oxley controls, HR implemented a JDE verificatton report in 2007, which

requires HR to manually verify all new HR ‘changes made in JDE against the source document. This
will improve data integrity going forward. Unfortunately, it does not resolve existing data integrity
problems and requires additional manual work.

Finding [1-12 American Water Waorks Service Company and regional/local HR have
extremely limited reaining and development capacity to support of the
strategic HR needs of PAWC,

AYUVYSC has not filled (and is not currently seeking to fill) the corporate Organizhr_ion Development

(OD) Director position. The only person maintaining any responsibility for this work has been
reassigned from Corporate OD to be the HR Manager for Corporate Staffs. Consequently, little

attention has been paid to supporting the training and organizational development needs of American
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Water in general and Pennsylvania in particular. American Water is working on developing a common
approach to management/supervisor development. This approach is expected to have common core
modules and specific modules to meet local needs. Although American Water expects to have an
explicit strategy for management/supervisory/leadership development in 2008, no one is leading this
effort and we have not seen any evidence that resources have been dedicated to this project.

In addition, when a company undergoes significant change, such as American Water’s divestiture and
restructuring, we expect HR to provide a high level of change management support. American Water
simply has no capacity to provide this support.

Finding I1-13 Pennsyivania wraining and developmentis focused on technical training
and has nut aligned w the broades sumegic HR needs of PAWC

The Pennsylvania Training and Development staff conducted a needs assessment in 2006 that identified
three key needs: high-performing teams, communication, and performance management. During a
meeting to present these findings and discuss action planning, the regional senior management team
determined that “back to basics™ technical training was a top strategic priority, and the focus shifted to
technical training needs. As a result, HR set up a technical-training task force (18 managers volunteered)
and the staff developed the “Basic Water Business™ course for new emplovees, identified job-related
curriculum topics for key functions, and coordinated water quality webinars with another region.

The Regional Trainer has also served as an internal resource for the development of safety training as
defined by the American Water Learning Council. Although this was a one-time project, the Regional
Trainer played a key role in the development and administration of .4 Flash training (safety training to
help protect employees from an electrical explosion due to a fault condition or short circuit). The
Training and Development staft also designed meter-reader training credited with improving the
accuracy of meter reading. This training serves as a prototype for training to be otfered nationally by
American Water.

By all accounts, these are well-designed training programs that met a well-defined need. Our concern is
the prioritization of limited resources on technical and safety training. Safety training generally must
conform to state and federal standards and is therefore generic to an industry. As such, it is usually
more cost effective to contract with an external vendor for such training. Although the Trainer for
PAWC is planning to calculate a return on investment for the 4Ar Flash training, it is nearly impossible
for this calculation to account for the lost opportunity costs associated with not addressing the strategic
needs of the organization. »

The training and development staff also designed meter-reader training credited with improving the
‘accuracy of meter reading. This training serves as a prototype for training to be offered nationally by
American Water. Unlike the training courses mentoned previously, this training in not entirely
technical training and focuses on the impact of the meter reader role on billing, revenue and customer
service that Is unique to American Water.
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PAWC Training and Development is participating in a national Learning Council. This council was
created as a strategic response to American Water’s defined strategic priorities, as illustrated in
Exchibir 11-10. Specifically, it was formed in response to requests from the field for general technical
training as well as specialized training for licensure.

Exhibit 11-10
American Water Business Strategy
September 13, 2007

@ American
Strategy X Water.

American Water has identified its strategic objectives and will
undertake several mission critical initiatives to implement its
strategy through tactical plans

Vision Mission Values
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Source: Information Response 424

The Learning Council’s mission is to develop and maintain a prepared and productive workforce that
aligns with American Water’s strategic goals. The specific 2007 goals of the Learning Council are:
1. Align and leverage current and emerging programs. Specific objectives include:
- Ensure inventory of current technical-training programs
- Evaluate current curricula as to strategic relevance & quality

Use systematic instructional-design guidelines for new programs (International Association
for Continuing Education & Training (IACET) standards)

- Effectively share knowledge across the company
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Provide implementation guidance for approved best operating practices. This goal includes
change management, communications, and systernatic instructional-design standards according

to JACET.

3. Strengthen the Learning Council infrastructure. This goal includes stakeholder representation,

member orientation, grant funding, and internal communication.

4. Develop and manage databases. These goals include the implementation of a Lotus Notes

curriculum database and wider utilization of a compliance learning-management database.

We agree that this work is important and supports a strategic need for a skilled, talented, and safe
workforce. Our concern is that this appears to be the primaty focus of PAWC training and organization
development activities.

We are also concerned that these initatives address national needs and that PAWC resources play a
substantial role in addressing these needs. If the need exists across the American Water enterprise, this
again seems like a corporate role and that resources dedicated to PAWC should focus on the needs of

the state organization.

The President of PAWC has identified the need for culture change, a rededication to customer service,

stronger connection to external stakcholders, and leadership development as strategic priorides.

However, these goals are not currently the priorities of the Training and Development staff and have

not received much attention from AWWSC HR. In fact, the one person in AWWSC HR who maintains

any organizational-development responsibilities agrees that PAWC Training and Development is heavily

involved in technical training and is not focused on other strategic issues. In fact, he was the first to

suggest that Pennsylvania Training and Development should formulate strategies based on PAWC _
strategic priorities.

This finding was addressed further as part of our Phase Il] efforts.

Finding 1I-14 PAWC s Human Resources and executive management have recognized

the loss of human capiral and the porentia] for a large number of
retirements in coming vears but has not developed 2 plan to respond o
these needs.

PAWC’s Human Resources has performed an analysis of employees who are eligible for retirement in
the coming years. PAWC expects most eligible employees to retire at 62 years of age and calculates that
23% of its employees will retire by 2014 and 48% by 2021. This estimate combined with regular
attrition presents a zajor challenge to the company-—one which the company has desctibed as a
“massive loss of institutional knowledge™ and was described by one HR Manager as “horrifying.”

Exhibit II-71 provides a yearly analysis of employees who are eligible for retirement.
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Exhibit 11-11
Retirement Forecast Thru 2021
Normal and Early Retirement

o6 Y SU———— S
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Source: Informanon Response 4490

It should be noted that “eligible to retire” does not necessarily mean “will retire.” The decision to retire
reflects a complex and often uniquely individual set of variables. Retirement income and healthcare
benefits are often weighed against work satisfaction, lifestyle goals, health condition, and other factors.
PAWC simply has not gone further to analyze the retirement intentions of eligible employees.

In 2006, the Regional Human Resources Director prepared a document describing the pr'oblem and
outlining possible responses. This document further detailed the scope of the problem faced by the
Company:

Inability to provide service to customers as required by regulators

- Lack of growth due to inability to support new customers
Inability to comply with mandated maintenance and quality standards
Work/life balance problems, leading to poor morale and retention issues
Inability to perform capital work required to upgrade and maintain infrastructure
Loss of reputation, as a reliable business and an employer

¢ b & ¢ ¢ ¢ B

Increased costs to attract and retain staff in a tight labor market

While the document lays out a number of possible strategies, it does not provide a specific

recommendation nor does it include any implementation timetable. In addition, the document focuses
on retention and workforce replenishment, suggesting that the workforce of the future will be much the
same as the current workforce. Little consideration is given to changing needs of the organization and
the potential for redesigned jobs.
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The 2007 Target Agreement for the Southeast Region specifies: “Implement recommended actions
from ‘“Workforce Replenishment Document created in 2006’ as a Target Measure”. In fact, no
implementation plan was created. A planned pilot project in western Pennsylvania was not

implemented.

Finally, at the risk of pointing out the obvious, a goal is not 2 measure. We would expect to see specific
retenton, hiring, employee engagement, and training measures that demonstrate the effectiveness of the

S[I‘tht‘g)—'.

This finding was addressed further as part of our Phase Il efforts.

Finding 1I-15 PAWC does not have effective position control.

Posituon control is the accuraie accounting of authorized positions and the number of individuals in a
given classification. [t is essential for workforce planning, budget control, and employment-law
compliance. We would expect this control to be in place in the Human Resources Information System;
however, the acting Vice President for Human Resources indicated that the function in the JID Edwards
HRIS system does not work.

Requisition control is accomplished through Peopleclick, a staffing management software program. Use
of this software allows the company to track all open positions, but it does not provide information on
active employees nor can it tell the number of authorized positions versus actual number of positions
filled. The company attempts to do 2 monthly reconciliation between Peopleclick and Hyperion
{business-performance reporting system). The HR-Process improvement project does include
implementation of the_}DE Position Control Module but the status of this project is unclear.

Workforce planning is done primarily through the budgeting process. Each manager requests a
headcount based on historical requests and planned work. But when Schumaker & Company asked for
statfing data as part of the review of water operations, we were referred to the Affirmative Action
utlization report. We would expect the company 10 be able to produce a position-control report that is
independent of the Affirmative Action plan (and we would expect the Affirmative Action data to be
validated against the position-control data). In addition, we discuss in Chapter X (provide tide of
Chapter as well) the problems asscciated with this report.

Given all of this, we are not confident that the company has the ability to comprehensively analyze its
workforce and its future needs. When Schumaker & Company requested a-status update on the HR
process improvement project and specifically the position control module in JDE, we were told that the
project is now in the planning phase. No further details or timetable was provided.

Schumaker & Company 8/7/2008
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Finding 11-16 A lack of reliable information on emplovee capabilities (bench strength)
hinders PAWCs ability to respund effectively to current demands and plan

for future growth.

During Spring/Summer 2006, American Water conducted an Organizational Capability Review {OCR).

The objectives of this effort were to:

1dentify internal talent to meet our current and future strategic business objectives
Calibrate leadership capability and bench strength
Identify and develop potential leadership talent for key roles

& B & @

Execute action plans to close succession and competency gaps

The process consisted of a series of group capability-review sessions held at both the regional and
corporate levels to review the top four layers of leadership (based on reporting relatonship — President
of PAWC and next one or two levels — a total of about 300 people for all of American Water). Italso
included a discussion of key business issues, the identification of potential succession candidates for key
roles, and development actions to continue building a strong talent pipeline within the business. As part
of the OCR, candidates were reviewed according to both their past performance and their assessed
leadership potential. They were then identified for possible leadership positions i one of three
timeframes: Ready Now (0-12 months); Ready in 1-2 Years; or Ready in 3-5 Years.

As a result of this process, the company reported, “Not surprisingly, given the 2004 reorganization,
turnover, and subsequent high number of new hires to the organization, the bench strength in most
functional areas is quite thin.”

We found a specific example of the effects of this limited talent assessment in the business case for
ExecuTrack sofnware:

“As an additional bencfit, ExecuTrack will assist us in addressing our business needs, specifically in the
areas of talent identification, tracking, and performance management. For example, American Water
had some successes as well as some unsuccessful bids that were tendered in 2005. We can directly
attribute the loss of some potenual work in the Southeast Region to our inability to effectively identify
talent to be assigned to those projects. What separated us from the successful bidders was their ability
to identify up front the individuals within their organizations they were proposing be assigned to the
projects {based on specific skills/education/license requitements, and work experience). They were
then able to include these individuals in the presentation/selling process. Due to our lack of
information, we were not able to compete on this level. The impact on operating revenue (before taxes)
for the five (5) years of the proposed contracts that were lost was in excess of $3.6 million. Based on
this example, going forward, it will be even more crucial for American Water to effectively assign
resources to projects and potential business acquisitions and to be able to do it in a streamlined and

efficient manner.”
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American Water had planned to conduct the OCR assessment further down in the organization in 2007.
It appears this aim was not accomplished. More specific to this audit, there is no OCR for PAWC and
we believe that this review is critical given the PAWC’s future direction.

Finding I1-17 PAWC has not met its goal 1o reduce tme-~to-hire by W%,

PAWC Human Resources set a measurable target for 2007 10 reduce time-to-hire by 10% compared to
2006. In 20006, the average time to fill a requisition was 63 days. A 10% reduction would, therefore, put
the 2007 target at 57 days but the company was only able to reduce the average number of days to 60.
Exhibit I1-12 provides the number of requisitions and the average time to fill for the last two years.

Exhibit 11-12
Pennsylvania-American Water Company Staffing Requisitions and Average Time to Fill
2003 to 2007 (through February 2007)

Year Number .of stafﬁng Average Time To Fill
Requisitions

2003 Not available Not available

2004 Not available Nort available

2005 88 (Western PA only) 25 (Western PA only)

2006 173 (PA) 63 (PA}

2007 206 (PA} 60 (PA)

Souzce: Informarnon Responses 272, 273, and 849

The data for 2007 suggests thar PAWC is not meeting its goal. We also note that PAWC had trouble
producing these figures and required corrections to their original submissions. Our concern is that
workforce availability is critical to utility performance. This key HR performance indicator should be
tracked and reported regulady. In addition, workforce replenishment has been identfied by PAWC as a
critical challenge. As such, we would expect to see an effort to improve performance in this area.

Finding 11-18 PAWC uses a dime and attendance system with Bmited functonality thar
was developed in-house

Currently, PAWC uses a combination of systems to track time and attendance. The company makes
some use of the JDE time and attendance module but relies primarily on the homegrown system. The
company also does a significant amount of manual tracking, which results in significant paperwork. As
we reported earlier, there is an FIR Specialist for Pennsylvania who is primarily responsible for leave
administration, including the manual tracking.
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The time and attebndance system can produce the following five reports:

1. Pay-periods-processed listing

2. HR-interface detail transaction listing
3.. HR-interface error report

4. Payroll barch-file processing

5. HR-interface totals-transaction listing

We find this reporting capability to be of imited functionality. A more sophisticated time and
attendance system would support leave administration and absence management and would provide
reports useful to workforce planning.

In addition, this system is not a commercially supported one. Therefore, the risk of failure is greater.and
it will not have regular updates that are common with a modern system provided and supported by a

third party.

AWWSC recognizes that using different systems is different places is a problem for the company and
would like to move to a common platform. Unfortunately, this plan does not involve moving to a
vendor supported system with sophisticated functionality. The company does not have a specific plan
to modify or upgrade the Pennsylvania time and attendance system. Rather, they are looking to create a
single ime reporting system for all American Water that incorporates the best of the four systems
currently in use. In February 2008, the company reports that the project, subject to approvals, is most
likely to occur sometime in the 24 to 36 month timeframe.

We understand that time and attendance systems are expensive and can be difficult to implement.
Clearly, American Water has chosen to save costs by using an existing system. We also note that
American Water, time and attendance, as well as payroll, are owned by the Finance/Shared Services
function, not the Human Resources functon. Nonetheless, FIR depends on the time and attendance
system to support absence management and leave administration. In addition, it bears the cost of HR
specialists whose primary role is leave administration and performs manual tracking of leaves that could
be done by a modern time and attendance system. As such, we would expect HR to take a lead role in

moving the company to better system.

Finding 11-19 Amerdcan Water/PAWC does nor have o formal management development
DIGCUSE.

This finding repeats, to some degree, Finding VII-4 in Chapter VII - Corporate Culiure, Management Siructure,
and Staffing Levels, but we believe it is important to reiterate it here as it relates to other findings in this
chapter. Given the growth goals of PAWC, the limited bench strength of management (Finding I1-16),
the threat of significant retirements and the corresponding loss of institutional knowledge(Finding 11-14),
and the technical training focus of PAWC Training and Organization Development Staff (Finding 11-13),
we see a significant unmet need to develop PAWC’s leadership capabilities. Unfortunately, PAWC has
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no formal management or leadership-development process nor does it have a plan to implement a
management/leadership-development program (although it does appear to recognize the need for one).

Finding [1-20 PAWC does not have a learning management system.

PAWC HR does not have comprehensive data on employee training, training needs, certifications,
licenses and other key data related to performance management and workforce planning.

Modern learning management systems provide a comprehensive database for leaming records,
competencies, certifications and related data. They provide sophisticated reporting training
administration tools. These include course scheduling, employee self registration, manager access to
employee records and training evaluation data. Increasingly, these systems also provide a platform for
on-line learning. Some even integrate with performance management systems {work planning and

evaluation).

Schumaker & Company believes that the high level of training needs and the limited training and
development staff of PAWC argues strongly for such a system.

Recommendations

Recommendation 11-4 Strengthen HR accountability o the PAWU President, (RBeferto
Finding 11-8.)

The appointment of PAWC President signals the need for an organization that is fully responsive to the
business needs and regulatory requirements of this organizational unit of American Water. Meeting the
strategic objectives of Pennsylvania-American Water Company will require substantial FIR support. We
have made the point that HR leadership is aligned to regional and national priorities, perhaps giving less
attention to Pennsylvania-specific needs.

At minimum, this would involve implementing a service level agreement (Recommendation I1-6) and a HR
scorecard (Recommendation II-7). 1In addition, the HR Director serving Pennsylvania should be evaluated,
at least in part, by the PAWC President. Consideration should also be given to appointing 2 HR
Director for Pennsylvania. PAWC is large enough to warrant an HR Director who is disectly
accountable to the PAWC President, with an indirect relationship to AWWSC HR and without regional
responsibilities. '

Recommendation 11-5 Assess PAWC s HR needs and staff accordingly, (Refer o
Finding 1I-8 und Finding 11-18.)

Schumaker & Company is not able to determine whether there is sufficient HR staff to adequately serve
the needs of the PAWC. Standard ratos cannot be applied. In the absence of a service level agreement,
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we do not know the full-time equivalent (FTE) of the HR support PAWC receives from AWWSC;

however, we have pointed to a number of factors that suggest HR is not fully meeting the needs of

PAWC. We have identified unmet goals from the HR Target Agreement including such key goals as

implementing workforce replenishment strategies, implementing the corporate diversity initiative,

reducing tme to hire, and increasing diversity hires. We have also identified the need for leadership
development and the fact that Pennsylvania Training and Development staff have been largely focused &
on technical training.

As such, we recommend the PAWC clearly identify HR priorities and assess the capacity of the current
HR organization to meet its needs. Where gaps exist, we believe additional resources should be
provided to the function.

Recommendation 11-6 Drevelop an HR service level agreement with AWWSC, {Refer o
Finding 11-9.)

AVWWSC is a shared service provider to American Water affiliates (although the term is used only to
describe financial services in this company). PAWC should have a specific agreement as is standard in
shared services environments. The agreement should specify the services provided and the standards
assoclated with the service. These standards should specify volume, time, and condition {quality} of
service. Performance should be reported regularly and the agreement should be modified periodicaliy.

Recommendation [1-7 Develop o Peansylvanis-specific HR scorecard, {Refer o
Finding 11-18)

Tt is an obvious follow-on to a service level agreement (SLA} that there be a standard set of metrics
related to the standards in the SLA. We believe that the HR scorecard should include these metrics as
part of a larger report on HR’s contribution to PAWC. Consistent with the standard balanced-scorecard
approach, we would expect to see measures that reflect the strategic, operational, financial, and
customer (both PAWC management and employees) perspectives.

Recommendation §1-8 Align HR services 1o the strategic priorities of PAWC, (Refer o
Finding [1-8 and Finding 1112}

Human Resources in general and Training and Development in particular must align their efforts to the

strategic objectives of PAWC. This aim requires a clear statement of the strategic priorities and a
detailed plan from HR, with timelines and metrics, which speils out HR support.

Recommendation [1-9 Consider outsourcing technical training. (Refer o Finding 11-13.)

Designing and implementing technical training is not the highest and best use of the limited Training
and Organizatonal Development staff. External vendors generally have standardized approaches and
leverage higher volume to provided cost effective services. HR can provide strategic and administrative
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support to the employee development (including technical training) but operations should own, manage
and fund this need.

Recommendation 11-10 Implement a learning syanagement system. {Refer to
Fioding 11-20)

Perhaps the most critical support that HR can provide related to employee development is a system to
manage this funcdon. Modern learning management systems strearmline training administration and also
provide a comprehensive data base of employee learning, competencies, licenses, certifications and
related data. This data will not only support employee development, it will also support workforce
planning, regulatory compliance and the staffing process. Such a system could also support a move to

on-line learning where appropriate.

Recommendarion -1 Conduct comprehensive workforce planning for all levels of the
organization and provide necessary resources for implementation,
{Refer to Finding [1-12 und Exhibir 11-12.)

Given the long-term implications of retirement and normal attrition at PAWC, jt is obvious that an
action plan is needed. This plan should be more than a recruitment plan to replenish existing positions.
PAWC needs to assess what competencies will be needed in the future. This is an opportunity to work
~ with the union to redesign jobs for increased efficiency. In addition, the workforce plan should dovetail

with the company’s diversity initiauve.

This plan should also address management succession planning at all levels. Again, the approach should
be larger than a replenishment strategy but should also look to the leadership competencies that are
necessary to fully engage the workforce, support a high-performing culture, and develop the leadership
capacity of others.

While the loss of instututional knowledge is a challenge the company must face, the significant turnover
in the coming years presents an enormous opportunity to change the corporate culture and develop 2
workforce that is fully capable of meeting the needs of PAWC and its customers.

The workforce planning process and associated strategies for addressing the future needs of the
organizaton will require additional resources. The development of 2 comprehensive work plan should
identify needed resources and form the basis for a business case for funding.

Recommendation [1-12 Cosroplete the Organizational Capability Review for all fevels of
PAWC management. {Refer to Finding 11-16.}

Given the strategic priorities of PAWC, itis essential that HR complete an Organizational Capability

Review for Pennsylvania and integrate into the performance management process. The process used for
American Water’s top 300 appears to be effective and should be applied ro PAWC.
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Recommendation 11-13 Implement a kadership-development program and provide
sufficient tesources 1o sustuin, {Refer to Finding 11-19 )

Given the strategic priority for leadership development, it seems obvious that this prionty become the
focus of the Training and Development group. within Human Resources. This goal means finding other
resources to meet the technical and safety-training needs of PAWC. Although we recognize the need
for American Water to have a consistent philosophy and approach to leadership development across the
enterprise, we are concerned that it will provide neither sufficient resources nor move with due haste.
Whether Pennsylvania is a model for the rest of the organization or part of a company-wide initiative,

we believe that PAWC will need additonal training resources to implement an effective program.

Recommendaton 1I-14 Iraplement position conteol, (Refer 1o Pinding 11-15)

. . S . . - 1 . N
As described in Finding &, this essential control tool is critical for workforce planning. Schumaker &
Company also made note that this endeavor is included in the HR-Process Improvement Project and
reiterate the importance on implementing this aspect of the project.

Recnmmendation 1113 Evaluaie the cosis and benefits associared with @ moaore
sophisticated vme and attendance system. {Refer o
Finding 11-18,) '

Schumaker & Company has identified a number of nisks associated with the current time and attendance
system. American Water should conduct a risk assessment of the decision to continue with (and expand
the use of) a homegrown system. Schumaker & Company believes a cost/benefit analysis of available
systems would likely support a decision to replace the current system. While HR does not have sole
responsibility for this system, we expect them to play a key role in defining the needs of a new system
and to gain substantal efficiencies from its implementation.

Recommendation [1-16 Analvze recrutiment and selection process, mplement process
mprovements, messure performance, and provide additional
resources if necessary. (Refer wo Finding 11-16 und Finding 11-17.)

The root cause of the current length of the time it takes to fill a position is not entrely clear. Given the
anticipated turnover at PAWC, Schumaker & Company knows this function will continue to experience
high demand. Schumaker & Company recommends a complete process analysis to determine whether
there are ways to make the process more efficient. In addition, Schumaker & Company recommends a
complete set of metrics be identified, tracked, and reported in order to monitor the statfing function’s
efficiency and effectiveness. Finally, Schumaker & Company would expect the workforce plan to
predict hiring needs in the coming years and provide a firm basts for determining whether additional HR
staff is required.
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IT1. Financial Management

This chapter provides a review of the financial management services provided to Pennsylvania-
American Water Company (PAWC).

A. Background & Perspective

Financial services support to PAWC is provided by American Water corporate department personnel
(part of American Water Works Service Company or AWWSC) reporting to American Water's Senior
Vice President (SVP)/Chief Financial Officer (CFO), who reports directly to the American Water Chief
Executive Officer (CEQ) & President. There are 469 staff (as of October 2007) reporting to the CFO
in eight departments: 1) Regional Finance, 2) Internal Audit, 3} Investor Relations, 4) Information
Technology Services (ITS), 5} Treasurer, 6) Controller, 7) Planning & Reporting, and 8y American Water
- Enterprises (AWE) Finance. The Regional Finance departments are headed by Directors, while the
other financial departments are headed by Vice Presidents, although all of the department heads have
the same pay scale and grade. All of these departments, except for ITS and AWE, are reviewed in this
chapter. The I'TS Department is reviewed in Chapter IV — Suapport Services. The AWE Finance
Department is not reviewed as part of this audit because AWE 15 a non-regulated entity and the AWE
Finance Department does not provide services on behalf of PAWC.

The Regional Finance Directors are physically located within the five regional operations they support
(Southeast Region, Northeast Region, Central Region, West Region, and AWE) in a matnx configuration.
PAWC is in the Southeast Region, headquartered in Hershey, PA. The Regional Finance Directors
support the Division Executive Vice Presidents (EVPs) for their respective division (Southeast Region is
in the Eastern Division) and the State Presidents in their region, but they have a direct-line reporting
responsibility to the CFO of American Water. The Regional Finance Director for the Southeast Region is
located in Hershey, along with four financial departments: Rates & Regulations; Performance, Planning,

& Reporting; Controls & Compliance, and Project Finance. The other American Water financial
departments are located either at American Water corporate headquarters in Voorhees, NJ, or at the
Shared Services Center (SSC) in Cherry Hill, NJ.

Exhibit 0-1 presents AWWSC financial organizations that support PAWC operations, along with a brief

description of the functions they perform and the size of the staffs performing them.
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Exhibit 111-1
AWWSC Financial Functions
as December 31, 2007
Page 10f 2
Organizational Unit Financial Functions Staffing
SVP & CFO .
Regional Finance Directos-Southeast Region : : 2 {includes 1
support staff)
Rates and Regulations Support rate-making efforts for three states, 5 (for the 3
including Pennsylvania. There are six other Rates states) with 11
staff members in West Virginia supporting the other for total SE
three states in the Southeast Region
Performance, Planning, & Reporting Coordinate development of five-year plan and annual 6 in Hershey
budget . 2 positions in
Monthly analysis and reportng of actual results otl])er I;cauons, i
compared to budget plus J vacant
positions
Develop quarterly reforecast of budget
Financial support for Business Development
inipatives (one position that reports to the Director)
Controls & Compliance Helps develop, manage, and monitor key controls 1 {plus 3 vacant
for the financial funcuons in the Southeast Region positosns)
VP, Internal Audit i
Internal Audit Internal audits of PAWC and the other state 6
operatons and corporate functons
VP, Investor Relations 1
Investor Relations Planning, coordination, and communication required to 1
be ready for American Water to go public
VP, Shared Financial Services 1
Accounting General ledger accounung and financial reporting for 10
PA and the other states in the Southeast Region
Financial Services — Rates, Fixed Assets, and Back-office support for rate case flings for all state 48
Cash Management operagons :
Conrrolling, managing, and reporting on fixed assets
for all of the srate operations
Day-to-day cash management and reporting for all of
the regulated state operations
Financial Services -- Accounts Payable, Process ail accounts payable, payroll, and general tax 67
Employee Services (Payroll), and General Tax | transactions for all regulated state water companies
Support Services Provides project management and systemns haison to 8
Shared Services Center

Source: Ioterviews 65, 70, 74, 77, 124, 125, 126, 128, 129, 131, 132, 133, 134, 135, 1306, 137, 138, 141, 142, and 157, plus Informaton
Responses T and 532
. y
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2
Exhibit IT1-1
AWVWSC Financial Functions
as of December 31 2007
Page 2 of 2
VP & Treasurer 1
Assistant Treasurer, Capital Markets, & Cash Coordination and liaison with credit-rating agencies )
Management and bankers, and cash management accounting
Risk Management Covered i another chapter in this report 1
Financial Evaluation, Benefits Management of pension benefit plans and trusts and 1
capitalization analysis
Treasury Planning & Reporting Debt management, analysis, and reporting 1
VP & Controller 1
Income Tax Federal and state income tax analysis, accounting, 12 plus 4
and reporting vacant
Corporate Accounting General ledger consohidation and corporate 8
accounting
Internal Controls Development, management, and tesung internal 6
controls
VP, Planning & Reporting 1
Financial Modeling & Evalvation Financial planning, modeling, and capital nvestment 3plust
evaluation vacant
Business Performance Reportng Financial and performance reporting for state, region 4
Service Company financial planning and analysis. 4
Total 213 plus 11
vacant

Source: Interviews 65, 66, 70, 74, 77, 124, 125, 126, 128, 129,

Responses 1 and 532

Al of these staff, with the excepton of the Regional Finance Director (Southeast Region) and

131, 132, 133, 134, 135, 136, 137, 138, 141, 142, and 157, plus Information

Accounting (Southeast Region) perform financial functions for all regions. The number of financial
staff for all the regional positions is roughly comparable. Staff in other regions (Northeast, Central,

Western) support their region/division, as does other Regional General Accounting support.

This Background & Perspective section is further divided into four segments:

¢  Financial Requirements Planning and Cash Management
% Managerial Reporting, Accounting, and Controls
% Budget Management, Reporting, and Control
¢ Internal Auditing
8/7/2008
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Financial Requirements Planning and Cash Management

Financial requirements planning and cash-related services for PAWC are the responsibility of several
different American Water corporate financial departments, all of which report to American Water’s SVP
& CFO. Financial requirements and the monitoring of all funds are the responsibility of the Treasury
Department, while cash accounting is managed and reconciled by the Cash Management group in the
Shared Services Center. This hierarchy is true for all of the state-regulated operations, including
Pennsylvania. Actual customer billing and collection 1s the responsibility of the Customer Relations
Department, which is reviewed in Chapter X — Customer Service.

Cash Management

Cash from customer payments enter the American Water system through PAWC’s lockbox accounts at
Mellon Bank. Prior to 2008, Deutsch Bank also provided lockbox services (for state operations other
than PAWC). Additonal customer payments are collected through third-party collection sites at grocery
stores and other similar retail establishments. All available funds are swept from this account on a daily
basis into a common American Water account. The average daily balance for PAWC’s Mellon Bank
lockbox account for the past five years has been approximately $900,000. The average daily balance for
2003 to 2007 1s shown on Exhibit I11-2.

Exhibit 111-2
PAWC Mellon Lockbox Account
Daily Balances 2003 to 2007

Date Average Daily Balance
2003 $658,054
2004 $875,748
2005 $1,021,584
2006 $958,824
2007 $997,993
Total $902,040

Source: Informanon Response 38

Incoming cash in this cash account is reconciled by the Shared Services Cash Management group and is
monitored by the Treasury Department. Reconciliation includes matching total cash received
(according to Mellon Bank) to the total credited to customer accounts. Cash Management has a goal of
reconciling these amounts within two days and is almost always able to do so within this timeframe.
Effective January, 2008, Mellon Bank started providing check imaging for the PAWC lockbox. This
imaging process allows American Water to research customer payment inquiries on a real-time basis
through Mellon’s website rather than having to request copies of checks or payment stubs. Cash
Management’s metrics are measured and reported in the Shared Services Center results, along with the

other financial Shared Services departments. As an example of the metrics used by American Water,

Schumaker & Company ' 8/7/2008
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several of Cash Management’s metrics from June 2006 {not all of these specific performance metrics
were tracked prior to June 2006) through Seprember 2007 are shown in Exhebit 111-3.
Exhibit 111-3
Example of SSC Cash Management Metrics “
June 2006 through September 2007
" Cash 2006 A
Management f 1 N N N
Functions Target Ay | Sep —[()cx 13\‘-0\';{ Dee —[ fan t-eb ! Nar‘I Apr Sep

. Cash Collections

Processed in one 1 166 1 14100 i 100 0 i 1in) 106y 0 3] 00 100 100 14 100
day (100"

¢ Cash Disbursements

# of errors in Y 3 2 2 2 1 5 2 3 2 2 2 2 1 1 1 2
payments - ACH

& wire transfers

Late payments 10 0 i} i 0 B} 0 0 (§ 8 0 4 0 d 4} 0 1 o
muricipabiies

NSF cheek tem- 10 Joey Hx 53! 100 100 HeH 1 10 16t T 103} 100 1ot 100 100 106
over rate - 2 days

# of accurare n/a 75 1780 1515 | 1156 8651 16731 20321 o4 442 527 472 562 6371 21971 25511 2a37

{ACH payments &
wire transfers

. Reconciliations

. # of accounts ) 1 7 4 4 3 3 1 0 0 Bl 3 0 t 4 4 19
beyond policy

Unrecorded stems t} 34 7 47 13 i3 5 H 0 0 3 28 74 8] 4 4 3
> 2 monrhs

Uarcconcted i { H g 0 ] 1 1) i 5 il 3] 3] ) | 8] i}
wems > 1% of
account balance
and > S19.U00

Accounts 160 130 1343 136 136 157 i
reconcilud

o

¥ 159 16i) [1dH] 160 185 151 175 170 173 153

Source: [nformation Response 553

This exhibit is presented as an example of the kind of metrics that are kept in the Cash Management
area. Itindicates that over this 16-month period, performance was very consistent, targets were
generally met, and performance immproved in 2007 over 2006.

Additional analysis is performed on all accounts requiring reconciliation and is summarized in a
Reconciliation (Recon) Summary, a monthly report that displays a count of successful reconciliations
compared to all accounts that required reconciliation. Zero balance accounts do not require
reconciliation. A sample taken from the August 2007 Recon Summary is shown in Exhibit I 4.
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Exhibit IT]-4
Cash Management
Sample Excerpt from Reconciliation Summary
for Month ended August 2007
Regional Counts
Function Description Count Count % CE NE SE WE Explanation
All “Toral accounts 10,806 oo L oam7 1,989 2,903 2,867
Funcdons
Zer balance 837 7.75% 154 251 208 194
accounts
Accounts requiring 92,969 92.25", 2,863 1,738 2,695 2.673
reconciliation
Reconciliation 8,996 2,622 1,504 2421 2,449
! complered
*« complered Op24% 91.58% 36.54" w £9.83" 91.62% :
Cash Toral accounts 172 00000, 36 67 43 26 “Fxpense less than
S1,000. Due o
reconcding stems >
60 davs. 1
Reconciliation 153 BR.O5" 36 52 39 26
complered
Reconcihation nut 1 11057 1 15 4 it
completed

Source: Intormation Response 531

This exhibit shows that, in reconciling accounts, the Southeast Region is slightly behind the total
account reconciliation for all the regions (89.83% compared to 90.24%) but slightly ahead in
reconciliation of cash accounts (39/43 = 90.7% compared to 88.95%).

Cash disbursements for PAWC are the responsibility of the Cash Management group in the Shared
Services Center, the same group that is responsible for reconciling accounts and incoming cash. This
work group performs the same cash management function for all the American Water regulated
companies. Cash disbursements for all regulated companies are made from one disbursement account
in PNC Bank, which serves as the cash concentration and disbursement bank for all the other American
Water regulated water utilities. The SSC Cash Management group manages this process and monitors
all disbursement activities.

Financial Requirements Planning

The American Water subsidiary that serves as an internal bank for all the regulated operations is
American Water Capital Corporation (AWCC). The AWCC acts as an internal bank, providing cash as
needed to the regulated operating companies and receiving excess cash from operating companies as an
investment. PAWC and the other regulated subsidiaries borrow from, and loan money to, the AWCC at
the same rate. Borrowing and lending terms and rates for PAWC and the other regulated operating

i
b
v
i
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companies are controlled by the AWCC service agreement in place since June 15, 2000, which governs
transactions between regulated companies, American Water Works Company (American Water’s parent
company), American Water Works Service Company, and AWCC. The regulated water companies can
go outside the American Water family to borrow funds when the rates are lower than what can be
received by borrowing internally. For example, PAWC has borrowed locally from the Commonwealth
of Pennsylvania, which offers water facility loans through the Pennsylvania Infrastructure Investment

Authority (PennVest loans). These low-interest loans are available to pay for design, engineering, and
construction of publicly and privately owned drinking-water distribution systems. Terms depend on the
useful life of the asset being financed. At June 30, 2007, approximately 4% of PAWC’s long-term debt
of $887 million was PennVest loans.

The Treasury Department monitors the cash balances of all the state operations to ensure that adequate
cash is available for all operations. The Treasury Department also monitors the daily cash position of
the corporation as well as each of the operating companies. This corporate department receives real-
time transaction and cash-balance reports from PNC bank. A treasury workstation system hosted by an
application service provider (ASP) is used to assist in this function. Treasury workstations are used for
the following cash and liquidity management functions: '

Long-term debt management
<«
Short-term debt management
Inter-company debt management
. L=
In-house bank management
Consolidation account
Banking reconciliation
Limited general ledger posting
Limited financial reporting

L B AR S B R

Purchase price variance reporting

Additional functions offered through the treasury workstations that American Water is considering
include:

Enhanced gencral ledger posting
Daily cash positioning

Cash forecasting

ACH /wire disbursements
Enhanced account reconciliation
Enhanced financial reporting
Bank relationship management

P & S e e $

Fair market-value management

On a daily basis, the Treasury Department will determine the amount of funds (net of disbursements)
available in bank accounts for overnight or temporary investment, which primarily is the AWCC
concentration account. (For example, the PAWC Mellon Bank account only represents one- and two-
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day float amounts and associated funds are not available for possible overnight or temporary
investment.) Available funds will be invested by AWCC in money market accounts or in securities such
as commetcial paper, reverse repurchase agreements, treasury bills, and other short-term liquid

investments.

The Treasury Department develops a long-term capitalization plan for each regulated water udlity,
including PAWC. Factors that are considered in developing this plan include:

Credit-rating impact
Maturity profile

Interest-rate risk

Regulatory impact

Tax implications

FEconomic and market trends

L R B B

Accounting consequences

The debt/equity ratio for each utility is supposed to be based on the requirements of the applicable state
regulator. The maximum debt level cannot be greater than 65% of total capitalization (as specified in

the various bond indentures).

AWCC has credit lines totaling $800 million with a number of banks. Additionally, there Is an
agreement to provide AWCC with a letter of credit up to $150 million. The three main banks in this
consortum are Credit Swiss, Citibank, and JPMorgan. Other banks in this group include Citizens,
Morgan Stanley, and UBS.

American Water Works Company received an A- credit rating from Standard & Poor’s in October 2006
and also In September 2007. Moody’s assigned American Water a rating of Baa2 in October 2007.

American Water Capital Corporation has received ratings for the past five years for long-term debt and
commercial paper. These ratings are shown in Ex/lzbir IT1-5: ’

Exhibit I11-5
AWCC Long-term Debt and Commercial Paper Ratings

2003 o 2607
Standard & Poor’s Moody’s
2003 A/NR Baal/P-2
2004 A/NR Baal/NR
2005 A /NR Baal/NR
2006 A-fA-2 Baal/P-2
2007 A-fA2 Baa2/P-2

NR=Not rated
Source: Information Response 534
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1n its analysis of American Water Capital Corporation and American Water Works Company, Moody’s
stated that the one-notch downgrade of AWCC’s senior unsecured debt had three causes: 1} the loss of
implied support from RWE following the proposed American Water initial public offering (IPO); 2)
historically weak consolidated credit metrics; and 3) the increase in financial and operating risk going
forward as a stand-alone publicly traded company. The existence of a “support agreement” between the
American Water parent company and AWCC, effectively backstopping AWCC’s timely payment of
principal and interest, as needed, was the reason given for the assignment of the Baa2 rating to senior
unsecured debt of AWCC.

Managerial Reporting, Accounting, and Controls

Processes

The financial processes included under the broader functions of managerial reporting, accounting, and
controls are carried out by corporate accounting departments located at the American Water corporate
headquarters in Voorhees, N] and the Financial Shared Services Center in Cherry Hill, NJ. Fixed assets,
general ledger, accounts payable, payroll, and general tax work for PAWC are the responsibility of work
groups under the VP, Shared Services, a group which is located in the Shared Services Center. Income
tax and the responsibility for internal controls fall under the control of the AWWSC VP & Controller at
the American Water corporate offices. Matrixed in with the operating management personnel at
PAWC’s headquarters in Hershey, PA is the Regional Finance Director and her staff. Asa group they
hold the responsibility for managing the periodic reporung and interpreting of actual financial results
and providing a liaison between corporate financial offices and PAWC operations.

The accounting functions for PAWC and all of the other American Water operating entities are
consolidated at the corporate level, with corporate representatives included in the local operations to
provide the necessary financial support at the state level. Cash receipts and disbursements were
discussed in the Cash Managenent section of this chapter. Basically, customer billing and collections,
including accounts receivable, are consolidated at the corporate level (Customer Relations) along with

cash accounting (Cash Management in the Shared Services Center) and cash control (Treasury), with
transaction and balance information provided to the state level.

Likewise, the general ledger, accounts payable, fixed asset, payroll processing and reporting and general
tax functions are performed by Shared Services for all of the regulated water companies, including
PAWC. Transactions are processed at the Shared Services Center, and information on the details of the
financial operations is provided through the liaison financial personnel to the PAWC management in
Pennsylvania.

AMIPAWC invoices are received at the Shared Services Center in New Jersey. The accounts payable
personnel use Real View Imaging (RV]) to scan invoices into the accounts payable module of the JD
Edwards general ledger system. Accounts payable specialists are assigned by state responsibility and
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invoices are segregated according to state. These specialists will code sales tax, vendor identification
(1D}, workbasket number, and representative individual, prior to scanning the involce into RVL

Supervisors access the invoices through JID Edwards and verify the accuracy and validity of the
purchase. They then approve the invoice for payment. Terms of payment will have been established by

another department (Purchasing). Invoices are filed onsite for 30 days so that they will be available to
clear up any outstanding issues. They are then destroyed by an outside contractor.

The Shared Services General Tax Department is responsible for managing and accounting for all state
and local taxes applicable to PAWC operations, with the exception of income taxes. These applicable
taxes include the following:

Sales and use
Gross receipts
Franchise

& H» &

Property tax

By centralizing the general tax function, American Water believes that it has achieved a higher degree of
professionalism. There have been some issues with this function in the past concerning late filing of tax
returns. This function had been part of Shared Services, was then tansferred to the operating
companies or the regions, and is now back in Shared Services.

To keep current on all state taxes and on rules and regulations governing the American Water property
in approximately 1,000 counties throughout the United States, the General Tax work group subscribes
to tax-updater information from Research Institute of America (RIA). This subscription allows the
group to stay current on all state and local taxes. Documentation is maintained to verify that employees
in this area have read the latest information available.

The General Tax work group uses a transaction tax-management systerns application by Sabrix, Inc.
(Sabrix) to evaluate accounts payable transactions to determine local tax applicability. Approximately
1,100 product codes have been assigned to all possible types of transactions. The Sabrix vendor
maintains the system, which is updated monthly to ensure that the tax data is current. Purchase orders
(unpaid) and standard invoices, customer refunds, electronic disbursement requests (EDRs}, and P-cards
{all paid} are uploaded into the system daily to be matched against the taxability matrix in Sabrix. Data
on the tax calculated is transferred to the JID Edwards general ledger system daily, where a tax accrual is
made. Tax payments to srate and Joca] authorities are made monthly.

Fixed assets for PAWC and all the regulated operating companies are managed and accounted for by a
Shared Services work group that uses the PowerPlant system. This system, which was just implemented
in 2007, interfaces directly with their general ledger system, JID Edwards. This system is commonly used
by the utility industry and provides the necessary functonality to allow udlities to effectively manage
their fixed assets. PowerPlant provides project management capability, consisting of work-order
management, construction work in progress (CWIP) accounting, and facilitation of the capital-budget
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development and asset unitization. Asset management features include management services such as
cost accounting and pricing, CPR maintenance, depreciation studies, property tax management, and
leased asset management as well as accrual and subledger accounting and calculations. The addition of
the PowerTax module (in process of implementation at 2007 year-end) provides book-to-tax calculation
and transactions, tax depreciation calculation, deferred tax calculation and facilitation, and tax

provisions, including general-ledger mapping and calculation of effective tax rates. American Water
management believes that PowerPlant will be a very valuable asset to assist their fixed-asset accounting.
American Water is now working on developing custom reports from PowerPlant. With the acquisition :
of many companies with different types of fixed-asset records, management believes that some historical

information of acquired companies is not maintained, because the detailed records were not available at

the time of acquisition, but that presumption cannot be quantified. The fixed-asset recordkeeping

habits of acquisitions continue to be a challenge for American Water.

Payroll (Employee Services) accounting for all the: American-Water-regulated operations, including
PAYC, is performed by another wotk group in the Shared Services Center. The payroll module of the
JD Edwards financial enterprise resource planning (ERP) system is used in this accounting. Time entry
for all regulated employees is conducted through a front-end system and interfaced into ].DD. Edwards.
Time reports are filed and kept for seven years. Non-union employees are paid on a bi-weekly basis.
Union employees are paid on a weekly and bi-weekly basis. American Water’s payroll includes
approximately 7,000 emplovees across the country with 80 different union contracts. Every month,
between 18,000 and 24,000 payments (checks or pay stubs) are distributed. The Cash Management
w ork group prints pay stubs and checks, and mails them to employees’ work locations. Appronmatelv
% of all American Water employees receive their pay through direct deposit.

Systems

American Water management since early in 20006 has been considering an upgrade to its
accounting/payroll systems to gain some functionality. This upgrade need was being addressed with
Thames Water (they were looking at SAP) before the decision was made to divest American Water and
go public with an TPO. At that time, all planning and work concerning the upgrade of their current

ERP or the exploration of a migration to a different system stopped. ]I Edwards is considered
relatively stable by American Water management and.the financial functions indicate that no problems
have been encountered with the general ledger system as a result of the number of transactions or the
size of the system; however, American Water management has concerns about the lack of some
automation features (refer to Finding III-4).
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FExchibit HI-6 lists the systems used by American Water and PAWC to support accounting and finance functions.

System Name

Exhibit 111-6
Systems Supporting American Water’s and PAWC’s
Accounting and Finance Functions

Description

1D Edwards
Horizon/Blue Cross
Mernil} Lynch

Aetna

Operations Parameter
Database (OPD)
329-MD Operating

Reporr

Hyperion

Treasury Workstauon
EX- Fax/EX Print
RV1 Imaging

ECIS Biling System

PowerPlant (PP)

Vertex

Sabrix

Financial ERP system in which American Water currently uses the following modules:

1y General Ledger, 2) Accounts Payable, 3} Accounts Receivable, 4) Purchase Orders, 5} Inventory, 6)
Payroll, and 7) Human Resources. JD Edwards interacts with the applications listed below.

Medical provider who processes all information pertaining ro employee medical expenses.

External vendor who processes all information pertaining to employee 401k, Customized

mterfaces are used in transmutting informaton on a weekly basis.

Exrernal vendor who processes all informanon pertaining to dental/ disabilicy. Customized

interfaces are used in transmitting information on 2 monthly basis.

Contains information such as system delivery, water sales, customer counts, and unbilled revenue.

The Operational Dara Report was developed to allow the business units ro manage their
responsible areas more efficientdy. It was also designed for management to inciude in the 2
Managing Director’s Report. ‘

Used for financial consolidation and reporting.

Cash management system that is used 1o wack cash movements within the company. Svstem is

interfaced with PNC Bank.

Third-party software used to automate the process of faxing purchase orders. Also allows
custom formatting for AP and payroll checks.

External document-imaging system thart allows document storage and feeds images into AP
voucher process.

Customized interfaces pass information into the financial system for credit refunds, summarized
sales, and cash transactions.

System for capital budgeting, project accounting, fixed-asse: accounting, property tax, tax
depreciation, deferred rax, tax provision, and internal and external capital lifecycle reporting for
all legal entities of American Water. Customized interfaces have been written for passing
information between PowerPlanr and JD Edwards.

Payroll tax caiculator that matnrains and calculates ail payroll raxes and rules by locality.
§ Py ) ¥

Integrated solution with JD Edwards purchasing, payables, and invenrory-management modules
to meet its use-tax requirements.

Source: Information Responsce 49

Performance Metrics

Key finance and accounting functions performed by Shared Services for PAWC and the other regulated
water companies are measured on a monthly basis. An edited example of some of these metrics in the
2006 and 2007 performance measures are shown below in Fxhibir [11-7.
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Exhibit 111-7

SSC Payroll, General Accounting, Rates, General Tax, & Accounts Payable Metrics
June 2006 through September 2007
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2006

2007

Functions

Target

Jun ull ! Aug

l Sep

Oct L Nov

Dec

Jan l Feb l

Mar

[ Apr

[ May

Jul [ Aug—{

Payroll

Payroll

corrections

73 38 52

iR

He

iy

132

32 i

El

35

106 67

Pavroll raxe
filed timely (*}

95 itk i

1

Hin

g

o7

98.6 64

fo

i

101 9%

General Accounting

Correeting
journal entries

193 24 23

231

122

%6

3

Established
deadhnes mer
()

Hil 134 {14

100

0

feit

Bl

1t i

1

13

it

1

oo i

130]

Fixed Assets

F:\ subsysrem
reconciles 1o
P G/LEY

it

90.9% 99.81 2998

0.86

99.91

9088

99.92 99.92

99.86

nfa

nia

w7

99.30 108y

9987

Corrccting
ournal entrics

1P

112

Rares

Tagfts loaded
and tested (M)

o}

0 Tihy |G5)

jEet)

[G0]

o

HIb

Y 1E1)

100

H

Hid

Hib

1iny 100

i

Rare case data
request sub.

')

1

M H) i

100

160

Tike

bl

[tid] {34

£

e

iR

]

o Ton

General Fax

Propesty rax
payments fled
tmely ("o}

10

niu

nia

n/a

w2

98

96

>
DY

99

w0y

23

Fax serums
ded amely ("o}

1K)

R3

98

99.2

P 92

G

99

96

2

Accounts Payable

Invoice receipt
i imaging
{days}

)

24

Approval of
nvoices 1o
procussing
{davs}

[eH
e
-

e

33

n/a = not ava

tlable

Source: Information Response 553

Although Exhibit III-7 is primarily pro{zided as an example of the type of metrics reported by the Shared

Financial Services departments, it does reflect that American Water mostly met its target metrics and

was very consistent over this 16-month period.
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Forty hours of training is required for all Shared Services Center {SSC) employees. Such training is
provided or coordinated by the Support Services work group. Exhsbit II[-8 shows a list of the training
classes offered in 2006 and 2007 and the number of SSC personnel who completed these courses.
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Exhibit I111-8

Training Provided to SSC Personnel

2006 and 2007
as of October 31, 2007

Training Course Title

Utiity Finance & Accounung — Level 1

Utility Finance & Accounting — Level 2

Service Company Billing & Accounung Training

Sales and Use Tax

ECIS Report Training

SOX Overview Training

SSC SOX Educauon Sertes ~ Account Reconciliation
SSC SOX Education Series — Financial Reporting Commutments
SSC SOX Education Serles — Financial Statement Close
SSC SOX Education Series ~ Fixed Assets

SSC SOX Education Sertes — General Tax

SSC SOX Education Series - HR & Payroll

SSC SOX Education Series ~ Purchase to Pay

SSC SOX Education Series — Revenue

SSC SOX Educaton Series — Information Technology (1T}
Timesheet Training in JDE

Performance Review Form Training

Avaya Telephone Training

Create a Presentation Using the American Water Template
LTM Generaton 11

UPS Worldship Training

Genesys Webconferencing 101

Cool Functions in Excel

Advanced Excel 2003

Fxcel 2000 Basics

World Writer Level 1 Training

World Writer — Part A

World Writer — Part B

Code of Erthics and Respect Training

New Hire Orientation

Safery, Securiry, & Business Continuity Training
Business Conunuiry Plan Training

Setting and Achieving Your Priorities

Providing Constructive Feedback and Coaching
Driving Performance

SmartPros Ortentation

Introduction to Access 2003

People Mzanagement Cycle

Source: Information Response 551

0 Schumaker & Company

# Completing Course

2006

115
82
22
18
14
62

31
166

118
24
10
17
84
15
26

309
56
208
38

TOTALS 1,420

2007 YID
54
45

40

18

70
22
50
10
27

Y
1,067

81712008
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In 20006, 20 different classes were offered and 1,420 SSC attendees completed these courses. In 2007,
22 courses were offered and taught to 1,067 SSC attendees. Additonally, training is made available to
all appropriate American Water personnel, including PAWC personnel, via Genesys conferencing/web
training, On-Demand computer-based training, “train the trainer” training, and in-person training. The
first 16 courses listed on Exhibir I11-8 represent financial accounting and control courses that would be
considered appropriate and desirable for SSC financial management personnel to attend. There were
921 SSC attendees for the financial accounting and control courses over a two-year period. That
number represents 37% (921 SSC attendees/2487 total attendees) of all training provided for SSC
attendees.

Budget Management, Reporting, and Control

PAWC and all other American Water business units prepare annual business plans. At American Water,
these business plans represent the impacts of ideas sct out in strategic plans and converted into financial
-plans and budgets. The diagram in Ex#ibet I1]-9 represents how the process flows from American Water
down to the PAWC-level business unit.

_ Exhibit [T1-9
Budget Process Flows from American Water to PAWC
as of December 31 2007

American Water
Strategy

L 4

Busincss Unie
Strategy

4

PAWC

Business Plan

Source: hterview 125

The business plan represents the translation of strategic intent into detailed implementation plans. As
such, the business plan is designed to:

#  Review business scope, capability, and environment
&  Project business activities and identify actions required
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Assess enhancement anticipated and identify action required
Set performance targets
Facilitate understanding of financial performance

& ¢ ¢

Identfy and develop financial and non-financial resources required

Annually, American Water will prepare a rolling five-year plan. The first year is the annual budget and is
developed at the monthly detail level. The following four years are developed at the annual level,
although including the same level of line-item detail. Exhsbze 111-70 presents the steps in the American
Water budget-development process and the timeframes in which they are conducted.

Exhibit I11-10
American Water Budget Process
as of December 31, 2007

Step Process Description Time Frame
1 Profit targets by region and capital expenditures (CAPEX]) targets by state April
2 | Develop corporate assumptions/plans - Agree profit and CAPEX rargets, draft corporate May
assumptions, develop rate schedules, develop growth model, develop balance sheet mode!
3 Deliver business plan inputs ~ strategy, rarget confirmation, rates & regulations, economic May
assumptions, operations assumptions, HR assumptions, procurement assumptions, business
development/growth, business efficiency initiadves, CAPEX, IT spend. tools, & models
4 Operations input 10 business plan May
5 First draft AWWSC figures May
6 RWE assumpuions June
7 First draft budget submission to corporate Auvgust :
8 Corporate finance, rates, and CAPEX review August
9 | Revised first-draft revision to regions August
10 Regional revisions to business plan August i
11 Revised fust-draft revisions to corporate August
12 Final CAPEX plan August
13 Second draft AWWSC figures to regions Septemnber ,
14 | CFO/COO review September :
15 Executve management team {EMT) review September
16 | Second draft submitted to corporate September
17 EAIT review of second draft Octrober
18 | Delivery to parent corporation (RWE) October
19 Feedback from parent corporation ) November

Source: Inrerview 51 and Information Response 52

Templates are used by regional and corporare financial personnel to develop the income statement and
balance sheet for the budget. This information is then uploaded o Hyperion Enterprise (Hyperion 9
will be used for future budgets). Hyperion reports are validated to ensure the input was completed
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accurately. Considerations in developing this material and sources for the various line items’ undetlying

data are shown as follows:

2

$

8772008

Income Statement

Revennes — The revenue template takes into consideration the number of connections, usage,

rates, system delivery, and non-revenue water/unaccounted water. The revenue is

calculated for all classes {e.g., residential, industrial commercial, public authority, etc.)

£

&

&

Operating costs

Production costs — These operating costs are developed using system-delivery expectations
and future cost assumptions.

Labor — Headcount templates are used to determine labor costs, including overtime and
capitalized labor, as well as employee taxes and benefits. Temporary employee needs
are also determined. Other post-employment benefits (OPEB) and pension costs are
supplied by the corporate organization.

Service company — The corporate component of AWWSC is provided by the corporate
Financial Planning & Analysis (FP&A) organization. The regional component of
AWWSC is developed based on input from functonal department heads.

Other Operating & Maintenance (O&M) expenses — Deparunent heads supply detailed input

for expenses such as general office supplies and maintenance. Other expenses are
determined based on input from the functional areas. '

Depreciation] amortisation expense

Depreciation expense is developed based on the strategic capital expenditure plan (SCEP)
template, existing plant, and expected retirements. :

Amortization expense is based on balances and amortization periods.

Interest expense is developed based on inpur from the Treasury Department.

Taxes — Tax rates are based on input from the corporate Financial Planning & Analysis/Tax

departments.

Balance Sheet

Plant and equipment — The SCEP template is used to determine capital expenditures.

Acconnts receivable - This balance is determined based on the revenue plan and days

outstanding.

Aceconnts payable — This balance is developed based on expenditure requirements and days

payable outstanding (DPO).

Debt placements, equity infusions, and cash — These balances are budgeted-based business needs

with Treasury input.
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~  Payroll acornals — These accruals are developed using budgeted expense and expected

requirements based on historical trends and current-year assumptions.

~  Regulatory assets/ liabilities — These balances are determined from input provided by the Rates

Group, Planning, and Tax departments based on historical regulatory treatment.

American Water has a formal quarterly budget reforecast process. The quarter 1 budget reforecast
(Q1RF) is produced in March with February YTD data, the Q2RF is produced in June with May YTD
data, and the Q3RF is produced in September with August YTD data. The budget reforecasts go
through much the same development and review process as the original budget. Exhebit III-11 presents
the Q2RF dmetable for 2007.

Exhibit 111-11

American Water Second-Quarter Budget Reforecast Timetable

Task Owner Due
Prepare and distribute guidelines and repotting template for Q2RF Corporate Planning 06/01/07
Identfy financing requirements for remainder of 2007 for Treasury to
calculate interest Business Units/Regions 06/04/07
Populate Q2ZRT with closed 2007 actuals and Q1RFE for remaining
periods (5 months actual + 7 months Q1RF) Corporate Planning 06/12/07
Service Company Q2RF completed Service Company 06/12/07
Calculate interest at business-unir level Treasury 06/13/07

Capital Program
SCEDPs finalized and provided to Regional Finance Management 06/13/07
Distribute management fees and business-change costs for Q2RF Service Company 06/13/07
Provide interest to business units/regions Corporate Planning 06/13/07
AM
Pre-tax Q2RF loaded into Hyperion Business Units/Regions 6/20/2007
Tax provided pre-tax income and projection of permanent differences PM
and significant temporary differences Corporate Tax 6/20/2007
Tax provides estimated rax requirement (ETR) for each enuty Corporate Tax 06/22/07
Taxes calculated and loaded into Hyperion Business Units/Regions 06/25/07
Q2RF vasiance analysis due to Corporate Planning (profit & loss
(P&L)): Q2RF YTD variances to QIRF, total year budget (TYB) and
last year's actual (LYA); B/S: 12/31/07 Q2RF to QI1RF & TYB) Business Units/Regions 06/25/07
Q2RF tax review completed (written confirmation required) Corporate Tax 06/26/07
Consolidation for Q2RF & intercompany reconciliation Corporate Planning 06/26/07
Q2RF locked Corporate Planning 06/26/07
QZ2RF variance analysis due to Sentor Management Corporare Planning 06/29/07
Q2RF commentary due to RWE Corporate Planning 07/12/07
Source: Information Response 52
8/7/2008
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Monthly reviews are held to discuss the PAWC financial results compared to annual budget,
reforecasted budgets, and the prior year’s data. The Southeast Region Financial Reporting Package
(FRP) is developed under the auspices of the Regional Director Finance and is discussed in a monthly
Financial Reporting Package meeting/call. Participants in this review include the American Water CFO,
the VP & Controller, the VP Planning & Reporting, the VP Shared Financial Sevices, the Regional
Director Finance, and the Shared Services Regional Accounting Director.

Recipients of the Financial Reporting Package, in addition to the participants in the meeting, include the
Executive VP Business Operations for the Eastern Division, members of the Corporate Financial
Planning & Analysis group, and the PAWC State President. Included in this report and discussed at the
monthly meeting are the month, quarter, and year-to-date income statement and balance sheet
compared to the original budget, the latest reforecast, and the prior year’s results. -Variance explanations
are included whenever the assigned variance thresholds have been exceeded. Variance thresholds differ
by state operatons. Variance thresholds are crossed when a regulated state operation’s income-
statement line item differs from budget estimates by more than 10% and from an established dollar
amount by state. Pennsylvania’s established dollar amount is $250,000.

After the Financial Reporting Package has been developed and discussed, the monthly Business
Performance Package (BPP) is prepared, again, under the control of the Regional Finance Director. The
BPP adds operating data from service delivery and operating initiatives and is currently prepared at the
regional level only. American Water expressed plan to move this function to the state level in 2008.
The BPP is discussed in a monthly business-performance reporting meeting. Participants in this
meeting usually include the American Water President & CEO, the SVP/ CFO, the Chief Operating
Officer (COO), the Eastern Division Executive Vice President, and the Regional Director Finance.
Recipients of the BPP, in additon to the participants of the meeting, include members of the corporate
Financial Planning & Analysis group and the PAWC President. Included in this report, in addition to
the financial information from the Financial Reporting Package, are quartetly operational data and some
additional financial information, such as key performance indicators, status of key initiatives, and major
projects; return on average cominon equity, financial ratios, financial trends and mitigating action plans,
and reports of regulatory affairs and rate cases; business development, environmental compliance and
service quality, labor issues and risk summary, legal corporate governance and policy compliance, and
external affairs and other legal operating issues.

The usual month-end financial-report development and meetings schedule is as foliows:

®  Day minus 1 (one business day prior to the end of the month) — Meeting takes place with state
representatives and State Presidents and their staffs, basically operating people who are aware of
what will be reported for the current month.

¢ Day 5 (fifth business day of the next month) ~ Preliminary results are provided (in the evening)
to the participants of the next day’s debriefing conference call.

¢  Day 6: (fifth business day of the next month, which was Day 5 in 2007) debriefing call
Although the books are not yet closed at this time, this call discusses the pre—tax results
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{(income statement, balance sheet, variance analysis, month—to—month trends, and questions to
investigate). Adjustments can still be made that impact monthly financial results. This call
includes the Shared Services Regional Finance Director; the Regional Director, Finance; the
Manager — Performance, Planning, & Reporting; and their staffs, including state analysts.

¢ Day 7 (seventh business day of the next month) (financial close) — Preparation of financial =
package begins using Hyperion 9.
¢ Day 9 or 70 (ninth or tenth business day of the next month) — Perform state eliminations for

consolidations.

%  Day 12 0r 13 (twelfth or thirteenth business day of the next month) — Conduct Monthly
Financial Reporting Package meeting and conference calls.

*  Day 15 or 16 (fifteenth or sixteenth business day of the next month) — Conduct Business
Performance Report meeting — includes financial information and operating data with input

from Legal, External Affairs, and operations; prepare BPP in Hyperion.

Internal Auditing

PAWC does not have a separate internal audit funcuon. Instead, the Internal Audit function for PAWC
and all of American Water’s operations is performed by the AWWSC Internal Audit Department. This
department is headed by the Vice President, Internal Audit (IA). The Internal Audit VP’s reporting line is
to the Chair of the Audit Committee and CEQ, with a dotted line to the CFO for administrative purposes
(i.e., approve expense reports, tracking vacation, and processing other administrative paper work). The
CFO also prepares the Internal Audit VP’s personal performance review and the department budget
review, with approval by the CEO and Chair of the Audit Committee. During this review, the Chair of the
Audit Committee and CEQ provide input, which is documented by the CFO for review with the Internal
Audit VP. The Chair of the Audit Committee also reviews the Internal Audit VP’s performance during a
face-to-face meeting each year.

The Internal Audit VP meets at least monthly with the CEO and at least quarterly with the Chair of the
Audit Committee. Also, the Internal Audit VP meets monthly with the CFO for administrative
purposes, as well as to have discussions regarding American Water’s control strengths and weaknesses.
Also, Internal Audit VP meets with all senior management (i.e. 23 individuals for the 2008 Internal
Audit plan) to review control strengths and weaknesses, as well as gather input for annual planning and
future audits.

The current IA staff has seven members, including the VP, Internal Audit. There has been considerable
turnover (approximately 60%) in this department since June, 2006, when the VP joined American
Water. 1A turnover since June, 2006 is higher than would be normal in an IA function that was not
rotating personnel through this group as a training vehicle; however, IA management indicates that this
turnover reflects the need to upgrade the quality of staff so as to bring additional value to the 1A
process. Current staff members have backgrounds in Information Technology (IT), IT/Accounting,
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Operations, and Engineering. Undergraduate college degrees include Accounting (4), Finance (1),
Engineering (1), and Information Systems (1). Three staff members have earned Master of Business
Administraton (MBA) degrees. Professional certifications include Certified Public Accountants (CPAs)
(2), Certified Fraud Examiners (CFEs) (2), Certifted Information System Auditor (CISA) (1), Certified
Internal Auditor (CIA) (2), and Certified Management Accountant {CMA) (1). The VP, Internal Audit
intends to make this staff rotational in the future, with American Water personnel rotating through the
Internal Audit Department to other parts of the company in a two- to three-year cycle. The Internal
Audit Department would serve as a management development program. A formal program for this aim
does not currently exist. Over the past 12 months, training for the entire Internal Audit staff included
the following classes or subject areas:

¢+ Sarbanes-Oxley (SOX) Act

Committee of Sponsoring Organizations (COSO) of the Treadway Commission control model
Risk/control assessment

Interpersonal/communication skills

L B B 4

‘Regulatory accounting

Additional training was provided to selected individual auditors in IT controls, tax and risk assessment,
and data query using WIN Idea software. Future training plans include report writing, statistical
analysis, process improvement analysis techniques and tools, and project management.

The Internal Audit Department has developed its audit process for compliance, operational, and
information technology audits in accordance with the internal audit definition adopted by the Institute
of Internal Auditors (ITA}. This definition indicates that internal audits should “add value and improve
an organization’s operations ... by bringing a systematic, disciplined approach to evaluate and improve
the effectiveness of risk management, control and governance processes.”

Planning for internal audits conducted in 2007 was based on eight auditors in the Internal Audit
Department, cach with 161 workdays available for a total of 1,291 workdays for the entire audit staff.
This tota] time was allocated to audits (60% or 775 workdays), SOX assistance (20% or 258 workdays),
and management requests, investigations, or similar activities (20% or 258 workdays). To prioritize the

areas to audit the following gsk factors and applied weights were used:

Internal control system (35%)
Findings of last audit (25%s)
Changes in organization/processes/staff {25%

® ¢ ¢ @

Legal or other external influences {15%)
Back-up risk factors and applicable weight factors were:
Net profit of last fiscal year (25%)

Revenues of last fiscal year (33%)
Balance sheet total of last fiscal year (25%)

& B @ @

Average number of employees in last fiscal year (17%)
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Compliance audits are designed to assure that the company’s activities comply with relevant Jaws,
regulations, and company policy. Operational audits evaluate whether business divisions, functions,
and/or activities are operating economically, efficiently, and effectively. Information technology audits
examine IT controls and evaluate information systems, practices, and operations.

The Internal Audit Department has performed an average of almost 12 audits per year over the past five
years, with the numbers falling off in 2006 (6) and 2007 YTD (July) (2). A list of internal audits
performed in 2003 and 2004 are shown in Exhibet [H-12.

Exhibit I11-12
Internal Audits Completed by Year
2003 10 2004

Count g::: Audit I]s)s?xt: d Status
1 2003 Energy Management 08/28/03 Completed 2003
2 2003 Cash Management 10/07/03 Completed 2003
3 2003 Commercial Development Process 11/06/03 Completed 2003
4 2003 ORCOM Applications 10/02/03 Completed 2003
5 2003 American Water 18 Policy Review 09/18/03 Completed 2003
6 2003 Ad Hoc - Integration Management 10/31/03 Completed 2003
7 2003 VTS Travel Audic 10/31/03 Completed 2003
8 2003 Debt Management 10/09/03 Completed 2003
9 2003 1S Business Continuity Planning 02/13/04 Completed 2004
10 2004 AWNYSC Payroll 02/02/04 Completed 2004
11 2004 AYWSC - Pension 02/17/04 Completed 2004
12 2004 IS Data Center Review - Haddon Heights, NJ 03/05/04 Completed 2004
Pennsylvania-American Water Company
13 2004 {{Capital Expendinures/( )pemtions) / Financial Control and 03/19/64 Completed 2004
Reporung (FCR)/Information Systems)
14 2004 AWWSC - Customer Service Center 03/16/04 Completed 2004
15 2004 IS Change Management 02/27/04 Completed 2004
16 2004 AWWSC - JD Edwards 03/26/04 Completed 2004
17 2004 Propesty Development 04/26/04 Completed 2004
18 2004 IS Data Center - Alton 04/29/04 Completed 2004
19 2004 AWASC - Internal Controls 05/26/04 Completed 2004
20 2004 IS Darta Center Review - Belleville Lab 04/15/04 Completed 2004
21 2004 American Water Release Management 06/18/04 Completed 2004
22 2004 Metering Processes 09/02/04 Completed 2004
23 2004 1S Data Centre Review - Voorhees 10/07/04 Completed 2004
24 2004 IS Data Centre Review - Hershey 10/18/04 Completed 2004
25 2004 1S Data Centre Review - Mt Laurel, Nj 10/11/04 Completed 2004
26 2004 IS Operations. Sys. Rev. - 0$/400 10/18/04 Completed 2004
27 2004 One-Time Cost 11/23/04 Completed 2004
28 2004 . American Water Capital Corporation 10/20/04 Completed 2004
29 2004 Ideas Into Action 10/11/04 Completed 2004

Source: Information Response 61
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Those performed in 2005 and through July 2006 ate shown in Exrbiz I11-73.

Exhibit IT1-13
Internal Audits Completed by Year

81

2005 to 2006
Count 52:’: Audir Il)::f d Status
30 2004 IS Nerwork Security 01/14/05 Completed 2005
31 2004 Debr Management 02/04/05 Completed 2005
32 2004 IS Oper. Sys. Rev. - Unix 02/07/05 Completed 2005
33 2004 Business Development 03/22/05 Completed 2005
34 2004 IS Oper. Sys. Rev - Windows 07/25/05 Completed 2005
35 2005 End-to-End Billing Process 07/18/05 Cormnpleted 2005
36 2005 Commercial Development Process (Corporate Process) 08/11/05 Completed 2005
37 2005 AWWSC - Security 07/29/05 Completed 2005
38 2005 AWWSC - IS Infrastructure-Service/HelpDesk 087/10/05 Completed 2005
39 2005 End-to-End Payroll Process 09/21/05 Completed 2005
40 2005 AWWSC - Purchase Cards 10/04/05 Completed 2005
41 2005 STEP Program 10/07/05 Completed 2005
42 2005 | AWWSC - IS Operating Environment Review - Notes & Intranet | 11/04/05 Completed 2005
43 2005 AVWAWSC - Laboratories 11/22/05 Completed 2005
Pennsylvania-American Water Company
44 2005 {{Capital Expenditures/Operations)/Financial Control and 11/22/05 Completed 2005
Reporung/Information Systems)
45 2005 AWWSC - Disbursement Requests 11716705 Complered 2005
46 2005 American Water Capital Corporation - FCR 12/07/05 Completed 2005
47 2005 AWWSC - Cash Management (Receipts, Payments, & Recs) 12/07/05 Completed 2005
48 2005 AWWSC - Risk Management 12/14/05 Completed 2005
49 2005 AWWSC - AWSS Co Billing 01/19/06 Completed 2006
50 2005 AWRVSC - Post Project Appraisal (Service First) 04/10/06 Completed 2006
51 2005 AWRSC - Financial Processes {includes governance) 06/29/06 Completed 2006
52 2006 Operatons Performance of Call Center Generated Work 04/12/06 Completed 2006
53 2006 Meter Reading 05/10/06 Completed 2006-
54 2006 Accounts Receivable/Reporting 06/07/06 Completed 2006
55 2006 18 - Service First Application 06/20/06 Completed 2006
56 2006 15 - SCADA Systems 07/11/06 Completed 2006
57 2006 Compensaton and Benefits 07/19/06 Completed 2006
58 2007 AWWS - Purchase Cards 05/08/07 Completed 2007
59 2007 AWWSC - Disbursement Requests 06/14/07 Completed 2007

Source: Information Response 61

Only two of the audits completed during this five-year period targeted PAWC operations, but this

tendency is not unexpected. That is because almost all financial functions concerning PAWC and the

other regulated state operations are conducted in a consolidated manner by AWWSC cotporate

departments. The VP, Internal Audit indicated that this department should be able to increase the

current audit workload to an average of approximately 20, a target that is similar to the number of audits

conducted in the 2003 to 2005 period, prior to his arrival. He indicated that he would probably need

additional staff to reach that number of annual audits.
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Both during an audit and at the exit interview for the audit, the audit findings, recommendations, and
action plans are discussed with the management of the area being audited. Audit reports are distributed
to the management of the audited area (including Operating or State Presidents of the area involved), to
senior American Water management, to the Audit Committee chair, and to American Water’s external
auditors. Internal audit follows up with responsible parties on open action plans to verify resolution or

obtain progress updates. The audit results can be escalated to senior management if appropriate
corrective action has not been taken. :

Telephone calls from employees or persons outside of American Water who had complaints or who
wished to report irregularities, ethical issues, or complaints used to come in on the American Water
“Hot Line” to the Internal Audit Department. These calls now go to an outside firm. Reports of calls
are e-mailed to the VP, Internal Audit and to an AWWSC attorney, who acts as a compliance officer
and the administrator of ethics calls. Calls can be anonymous and are classified in 21 categories. There
is-an Ethics Committee (created at the beginning of 2007), consisting of the CFO (chair), General
Council, COO, HR, and the VP, Internal Audit. This committee meets at least quarterly.

B. Findings & Conclusions

Financial Requirements Planning and Cash Management

Finding I11-1 PAWC cash is managed in an efficient and cost-effective manuer by
corporate cash mapagement funcdons,

The American Water Works Service Company manages cash for all of its regulated operations, including
PAWC, in a consolidated manner. The Shared Services Cash Management group manages and
reconciles incoming and outgoing cash, and the Treasury Department monitors cash balances and
manages banking relationships. Together, these two cotporate departments help ensure that all available
cash is utilized and all entities have adequate cash for their daily needs. Incoming cash is collected in 2
Mellon Bank lockbox account. Daily, all available funds are swept from this account for a consolidated
investment by American Water Capital Corporation to money market accounts or to commezcial paper
or other short-term liquid investments. The daily balance in this account after the fund sweep has taken
place has varied from a low of less than $19,000 to a high of $2.3 million over a five-year period. The
average daily balance in this account during this timeframe has been $902,040. These funds were not
available to be transferred, representing one- and rwo-day float, or the time it takes for the funds to clear
the banks on which the checks are drawn.

Cash disbursements for all regulated operations are made from 2 single disbursement account at PNC ;
Bank. The Treasury Department uses a real-time connection to banking operations and a Treasury
workstation system to monitor cash balances and movement effectively and efficiently.
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Finding [11-2 Long-teom debt is obtained at favorable rates.

Because of the advantages of economies of scale In borrowing for all regulated water utilities, PAWC
receives long-term funding through the American Water Capital Corporation. American Water policy
states that if a lower-cost source is available, PAWC is free to use that alternatuve. PAWC has used low-
cost water-facility loans through PennVest of the Commonwealth of Pennsylvania. These loans carry
rates that are substantially lower than the other long-term debt PAWC carries. Interest rates on these
PennVest loans vary from a low of 1.00% up to 4.19%, compared to notes payable to affiliates having
interest rates from 4.92% (4.92% redeemed in 2006} to 6.87% and general mortgage bonds having
interest rates ranging from 3.60% up to 9.71%.

Managerial Reporting, Accounting, and Controls

Finding I11-3 The consolidated managerial reporiing, accounting, and control functions
sexving PAWC are efficient and closely monitored.
All managerial reporting, accounting, and control functions supporting PAWC operations are handled
by financial departments of AWWSC. All of these functions for all of the American-Water-regulated
companies are consolidated at AWWSC. This consolidation allows for economies of scale for
transaction-type activities, such as billing, cash receipting, accounts payable, disburseménts, and payroll.
It also allows for a greater concentration of expertise, knowledge, and experience than might be possible
in less-concentrated operations. Additionally, American Water has developed a number of performance
measures that it uses to monitor these kinds of functions. Monthly reporting of performance measures
affords the customer that is buying these services (PAWC) the ability to manage these functions and to
ensure efficiency and effectiveness. ‘Irends over the past 16 months indicate that performance against
these metrics has been consistent and, for the most part, has met target or been close to targeted results.
Unusual variances are explained in the monthly reporting process.

Finding 1114 American Water’s general ledger system is not current and has not
recently been updated to add nceded funcdonality.

American Water uses JD Edwards as its financial ERP system. This system has not been updated to the
software’s most current version. (American Water is using either JDE World Version 7.3.12, not 7.3.16,
which Information Technology Services (ITS) indicates has additional functionality, or Version 9.1,
which was recently released, although I'TS indicates some enhancements have been incorporated).
Several financial functons have noted during this audit that there was some functionality lacking in the
version that is being used. Prior to the decision to divest from RWE and to pursue an IPO for
American Water, plans were being made to explore alternative ERP options, including Systems
Applications and Products (SAP). Additionally, the massive amount of work that has been expended on
SOX compliance has drained resources that could have been used in planning for a system upgrade.
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The company announced on November 2, 2007 that the responsibilities of a new role, Vice President of
Finance and Accounting, is to include developing and implementing a strategy for a new financial
system, which will be administered by the IT team.

Finding 11-3 The AWWSC s Shared Services Center provides an extensive amount of
employee training.

AWNVSC’s Shared Services Center requires that all employees receive 40 hours of training per year. A
review of courses that were provided in 2006 and 2007 (through October 31, 2007) revealed a list of 38
different courses, running the gambit from technical financial classes such as “Utility Finance &
Accounting” and Sarbanes Oxley control classes such as “SOX Education Series — Financial Statement
Close” to more general classes involving “People Management” or “Driving Performance.” In the two
years reviewed, almost 2,500 attendees had corﬁpleted the courses offered by the Shared Services
Center.

Budget Management, Reporting, and Control

Finding 111-6 The funciion of reporting actual financial resubts compared o budges is
managed and controlled effectively.

Monthly financial and operations reports are developed to monitor actual performance compared to
plans. Variances are discussed and explained in these reports and in meetings attended by key American
Water and PAWC management and staff. Budgets are reforecast quarterly in a formal process. Actual
results are compared to the original and latest reforecast budgets and to the prior year’s actual results on
a monthly, quarterly, and annual basis. Performance measurements for consolidated activities
conducted by the Shared Services Center are reported and reviewed on a monthly basis.
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Finding HI7 Several key PAWC financial statistics have been deteriorating in recent

YOATS.

Key PAWC financial statistics for the past five years and through June 2007 are shown in Exhibet 11I-14.
Exhibit IH1-14
PAWC Key Financial Statistics

($ Thousands)
2002 1o June 30, 2007
Year 6/30/07
Key Statistic 2002 2003 2004 2005 2006 YTD

Operaung margin 427% 41.8% 39.9% 40.3% 388% 37.0%
O&M () efficiency ratio 41.2% 42.2% 44.1% 42.8% 45.1% 45.4%
EBITDA (b) margin 56.2% 56.6% 52.2% 54.8% 52.5% 51.5%
EBIT (c) margin 43.2% 43.0% 39.4% 40.9% 39.1% 37.0%

i Net income to common margin 15.9% 17.1% 15.5% 16.7% 15.4% 14.2%
. Current ratio 248.8% 1250% | 164.0% 76.6% 83.6% 77.6%

Operating revenues 353,523 355,507 | 384,402 1 399,796 | 402,750 | 201,756
Operating mcome 150,802 148,478 | 153,236 160,980 156,253 74,697 ;
O&M expenses 145,553 150,094 | 169,450 170,940 181476 91,680
Net income to common stock 56,107 60,828 59,428 66,715 62,185 28,661
Depreciation and amornzation 45,848 48,165 49,192 55,412 54,236 29,137
General taxes 11,568 9,001 12,836 12,652 10,877 6,241
Other income (loss) 2,303 4,663 | (1,474) 2,734 1,139 10
Current assets 90,732 87,957 | 104,635 64,842 65,208 70,945
Current liabilives 36,475 70,357 63,793 84,610 78,023 91,410
Working capital 54,257 17,600 40,842 | (19,768) | {12,815) | (20,465)

{(a) Q&M = Operations and mantenance
{b) EBITDA == Earnungs before interest, taxes, deprecation, and amortizanon
{c) EBIT = Farnings before interest and taxes

Source: Informaton Response 56

These statistics indicate a gradual, but consistent, decline in PAWC’s profitability and overall financial
health for the past five and one-half years. The operating margin, which is 2 measure of a company’s
gross operating profitability, has decreased by 5.7 percentage points. Similar negative movements have
occurred in PAWC’s EBITIDA margin (measuring the extent to which cash operating expenses use up
revenue), EBIT margin (reflecting the cash available to pay off creditors), and the net income to
common margin {an indication of how effective a company is at cost control).
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During the same time period, PAWC’s O&M efficiency ratio has increased by 4.2 percentage points.
This tise reflects an increase in O&M expenses as a percentage of operating revenues, another negative
measurement. PAWC’s working capital {measuring the proportion of short-term liabilities that can be
covered by current assets) has gone from a posttive $54 million to a negative $20 million, indicating a
decline in liquidity to accompany the decline in profitability and efficiency.

PAWC management believes that the information presented in Exhibit I1I-14 reflects the company’s
decision to not seek rate relief prior to the most recent filing in April 2007. PAWC’s prior general rate
case filing was in April 2003.

Internal Auditing

Finding 111-8 The Internul Audit Department is not sufficiensly isolated from the
Finuncial Management erganization.

The Vice President, Internal Audit and the Internal Audit Department report, at least administratively,
to American Water’s SVP & CFO. Although the VP, Internal Audit also reports to the CEO and the
Chair of the Audit Committee, the CFO prepares the performance review for this position. This
performance review is then reviewed by the CEQO and the Chair of the Audit Committee. The CFO
also authorizes the VP, Internal Audit’s personal leave and approves Internal Audit staffing levels, the
speed of replacements, and internal auditor pay-grade levels which effectively impacts the department
resource levels. The CFO does not direct the internal audit work effort nor does she approve audit
projects, although she does have input into the audit planning process. This chain of command appears
to place the Internal Audit function at least in part under the CFO, who is responsible for all the
financial operations of American Water, including PAWC.

The Internal Audir function must be independent of the Financial Management organization. There
should be neither the perception nor the acrual situation whereby the Finance organization controls or
exercises power over the same auditors who are auditing the financial activites. Even though there is
adequate visibility with the Audit Committee, there is opportunity for inappropriate pressure to be
placed on what should be an independent audit group is present.

Finding [11-% The number of internal audits conducted has declined significandy during
the past five vears,

The number of internal audits has declined considerably from 2003 to 2007. Audits completed in 2003
were nine, 25 in 2004, 17 in 2005, six in 2006, and two in 2007 YTD (July). Itis difficult to compare the
amount of work that went into internal audits in different time periods, because during this time, the
audit process or philosophy might have changed, and certainly the resources, including the VP of
Internal Audit, have changed. Nine auditors were in the Internal Audit Department in 2006 with a total
of 1,475 available workdays, or 163 workdays per auditor. In 2007 the number of auditors was reduced
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to eight with 1,291 total workdays or 161 workdays per auditor. The amount of time spent on audits
was 60% of the total workdays available, with the other 40% being used to assist in the SOX efforts and
to respond to ad hoc management requests, investigations, etc.

An average number of workdays per year for employees for most companies is usually around 220. ‘This
allows eight weeks for vacation, holidays, sick, and otherwise non-productive time. American Water’s
Internal Audit Department averaged 162 workdays for 2006 and 2007, 58 workdays or almost 12 weeks
less than this standard.

American Water’s Internal Audit Department uses an assessment of risk factors and assigns weights to
priotitize areas to be audited. However, the number of audits conducted has been negatively affected by
several factors. The first factor, the need to assist the Internal Control group in assessing the company’s
control environment to ensure compliance with Sections 302 and 404 of the Sarbanes Oxley Act may be
receding as the controls have been developed. There could be a continuing need for testing controls
and assessing their effectiveness that could require Internal Audit hours, depending on how American
Water addresses this on-going requirement. The second tactor, the reduced number of workdays
available per auditor to perform all work (average of 162 workdays in 2006 and 2007) should be
addressed. The difference between the average workdays per year available for each auditor over the
past two years (162) and a more normal average of 220 workdays is 58 workdays, or almost 12 weeks. It
is difficult to understand how these days could have been spent in training, administration, or other
activities not related to audits, SOX, or ad hoc requests or investigations. This is too great of a period of
time to be used for training or other administrative functions, and most of it should be applied to .
performing additional internal audits. Regardless, if only eight audits were completed in 19 months, the
degree of exposure to risk could be questioned. Additionally, internal audits of cost accumulation,
assignment, and allocation methodologies, factors, and systems are not regularly performed. (Refer to
Chapter VIII — Affiliate Inferest for additional information about this topic.)

C. Recommendations

Financial Requirements Planning and Cash Management

None
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Managerial Reporting, Accounting, and Controls

Recommendation 111-1 Research and develop plans for upgrading or replacing the current
ERP gystemn. (Refer to Finding 1184,

Plans to upgrade American Water's current D Edwards ERP system were stopped when the decision
was made to divest American Water from RWE and to go public with an TPO (although some
enhancements have been incorporated). Even if American Water does not want to upgrade its current
system until it has gone public, planning for the ERP changes needs to continue. Ideally, when the
organizational changes have been finalized, the ERP plans will have been completed and the upgrading
of American Water’s current system ot replacement with a different ERP could begin after the TPO has
taken place.

Budget Management, Reporting, and Control

Recommendation 1T1-2 Investigate why key PAWC financial statistics have been
deterforating, develop and lmplement » plan for lmproving PAW s
financial bealth as appropriate, {Refer to Finding 111-7.)

Several key PAWC financial statistics indicate a gradual, but consistent, decline in PAWC’s profitabilicy
and overall financial health for the past five and one-half years. Such staustics include operating margin,
EBITDA margin, EBIT margin, and net income to common margin, O&M efficiency, and working
capital, as previously discussed. AWWSC/PAWC needs to perform an in-depth investigation to analyze
why this is happening and what could be done to improve PAWC’s financial health. Included as part of
this investigation should be the development of 2 formal plan to make necessary changes toward
addressing required improvements.

Internal Auditing

Refer to Chapter VI-Corporate Governance Recommendation VI-4, which addresses Finding I11-8.

Recommendation 1113 Assess the need for internal audits of American-Water-regulated
utility operations and develop and implement plans to meet the
iaternal audit requiremenis, {Refer to Finding 111-9.)

The risks associated with all areas of American Water should be evaluated, including an emphasis on
regulatory cost centers rather than primarily the consolidated financial statemnents {which are the
responsibility of the external auditors). That way, a determination is made as to the frequency and type
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of internal audits that could be conducted. An audit plan should be developed annually so that all areas
with perceived risk can be reviewed in a reasonable period of time.

The Internal Audit staff should have more workdays than their average for the past two years (162)
available to conduct internal audits. Additionally, as the SOX controls are developed and tested more

internal auditor workdays should be devoted to conducting internal audits, rather than assisting in the
SOX arena.
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IV. Support Services

This chapter provides discussions regarding the following Pennsylvania-American Water Company
(PAWC) support services

¢ Informaton technology (IT) and systems

¢  Transportation and fleet management

%  Facilities and property management

¢ Procurement services and materials management (purchasing, vendor selection, contract
administration, and inventory managetnent)

4  Risk management

¢  Legal services

ormation Technoloey and Svstems
A. Information Technology and System

This secton provides a discussion of IT setvices provided by American Water Works Service Company
(AWWSC) on behalf of PAWC. AWYSC is the non-regulated service company for American Water
Works Company, Inc. (American Water). :

Background & Perspective

Mission, Focus, & Objectives

All information technology services are provided to PAWC by the AWWSC Information Technology
Services (ITS) organization. The mission statement of this organization is:

To be a valued business partner dedicated to providing information technology support and delivery
of innovative, flexible, scaleable, and secure solutions to meet business needs through standardized
technology and processcs in a cost-effective and efficient manner.

According to American Water management, much of the company’s focus since RWE announced its
divestiture of American Water has been Sarbanes-Oxley (SOX) compliance efforts. This emphasis has
resulted from the antcipation of becoming a publicly-traded company. (Refer to Chapter VI~ Corporate
Gowvernance for more discussion about these activitics.)) According to ITS management, ITS’ SOX efforts
to date include the following:

817712008 Schumaker & Company 0



MAS REPORT 2 -VOL 1
CAUSE NO. 43680
Page 144 of 306

%  Purely ITS efforts to modify the organization’s own processes, including governance and
project-management processes, in which examples of the types of documentation developed or
enhanced included:

—~  Policies

—  Praciices

—  Charters

- Standards

- lmplementation plans

—  Swim lanes (or process flow diagrams that depict what or who is working on a parncular
subset of a process)

¢  Supporting business units (BUs) or special teams that provide committee authorization of
technology changes in their SOX compliance efforts

#  Access management/security remediation of issues

ITS management believed that its policies and procedures prior to its SOX efforts needed more
formalization. Such documentation was reviewed by I'TS leadership and tunctional experts, including a
Policy Panel Review group.

The 2007, I'TS objectives included SOX certification/IT compliance, dag-to-day support for business,
development of a long-term IT strategy, improvements of services and performance, and execution of
projects and enhancements approved and ranked by the I'T Steering Committee.

Organization & Staffing

The AWWSC ITS organizaton is led by a Vice President {(VP) & Chief Informaton Officer (C10) and
is composed of six ITS groups that are primarily located in Voorhees (NJ) and Hershey (PA), plus site
support and backup locations. These groups, lustrated in Eaxchibit I17-7, are:

Business Solutions
Infrastructure & Operations
Client Services & Support
Project Management Office
Global Strategy & Architecture

& & Y B ¢ @

Planning & Performance
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176
AWWSC
Exeaitive Assistant
AWWSC AVWNSC
Director Director

Projea Management Office

Global Sixategy & Architecure

Voorhees, Nj 10 Voorhees, NJ 5
AWWSC AWWSC
Manager Direcor

Planning & Performance

Business Solutions

Voorhees, Nj Voorhees, NJ 60
AWWSC AWWSC
Director Director
Infastuause & Operations Client Services & Support
Hershey, PA 39 Voorhees, NJ 55

Source: Information Response 257

At the end of 2007, the ITS organization had 177 approved positions, of which 162 were filled. The
staffing levels of the I'TS organization over the last four years are shown in Exhzbit IV7-2. The majority
of the ITS organization is a shared-services function that provides support to all American Water

businesses. Those positions that are dedicated to providing PAWC support were set at five for 2004 to
2006, but they increased to six in 2007.

8/7/2008
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Exhibit V-2
ITS Staffing Levels
2004 to 2007

Business Solutions 7 39 45 56
B Infrastructure & Operations 36 30 31 40
1 Client Scrvices & Support 41 46 50 49
Project Management Office 8 i1 9 10
E£:71 Global Strategy & Architecture 3 0 5 4
Planning & Performance 1 1 1 1

25 Administration 1 1 1
Total ITS Orpanization 127 128 142 162

Excludes vacant positions (see Excbibit [V-19 for actual (above) versus budget compansons)
Prior to 2004, the [TS organization was not set up in the current structure and, as a result, information is not readily available.

Source: Information Responsex 67 and 765 and Company Comments
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The Business Solutions group, which is dlustrated in Exhibit IV-3, was formed in 2004 as part of
restructuring efforts to work with business units (BUs) on application and data.

Exhibit IV-3

ITS Business Solutions Organization

as of December 31, 2007

AVWWST

Digeaor

Business Soluticos

Voorhees, N]

Vaodees, N) a0
AWWSC AVNCST
Manager Manager

Business Solunons (B8} Quidity Assurince Business Development (BD)
Venthoes, N} 7 Vandrees, N} 4
AWAYSEC AWWEC AWAWST AWWEC
B3 Quiy Asusamae Ayt B8 Quality Assuninee Taana /Danicntos 81> Suppnrt Speaaist B Senior Developer
(6] [

Vanheer, N}

AWNCSC

Aanager
Tedwnicd JDE

Veanriees, N}

Vaochees. N}

AWNSC
BD Business Andysis
i
3
Vonrhees, Nj
AWNWST
Managec

Vooders, N}

AW

Abunager

Butmes: Solunons Fuaginnd Appliatons

Tedhmed IS

Veorhees, N}

AWWSC

Manager

Vondhees, N} ®

Source: Information Response 257 and Company Comments

81772008
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The Functional Application and Technical Application groups within Business Solutions are shown
respectively in Exhibir V-4 and Exchibit IV'-5.

Exhibit IV-4
ITS Business Solutions Osganization
Functional Applications

as of December 31, 2007
AWNWSC
Managec
Business Solutions Funaional Appliciions
Voorhees, N} 16
AWWSC AWWSC AWWSC AWWSC
Team Lead BASS Teanm Lead Team Lead
Funaional JDE {Hyperion) Fundional Reporting Funaiona LCIS
Voorhees, NJ 7 Voorhees, Nj Voorhees, N} 1 Voorhees, NJ 4
AWWSRC AWWSK(C AWWSC
= BASS DL Sentor Business Reporr Analyst BASS
2 ECIS
Voorhees, N) Voorheus, Nj Voorhees, NJ
AWWSC AWWSC
Business Analyst JDE Business Analyst ECIS
@ ®

Voorhues, NJ Voorhees, Nf

AWNWSC

BASS PowerPlant

Voorhees, N}

AWWSC
BASSHRIS

Voorhees, NJ

AN
BASS Call Cenrer

Voorhees, N

Business Application Support Specialist (BASS)

Source: Information Response 257 and Company Comments
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ITS Business Solutions Organization
Technical Applications
as of December 31, 2007
AWWSC
Manager
Busimess Solunons Technmal Applicitions
Hershey, PA N
I 1 !
AWAWSC AVAWSC AWWSC
Team Lead Team Lead Team Lead
Dara Apphatoin Development ECIS Extended Appliations
Henhey, PA Hershey, A 7 tlershey, PA 9
AVAUSC AWWSC
Team Lead Team Lead
Appliation Development JDE Mobile Computing
Hesshey, PA 3 Hershey, PA
AWWSC AWASC AWAVSC AWAYSC
Semor Data Acchueas Senioe Developer JDE Senor Developer ECIS Se.Developer Extended Appliciinas
I 3) 7 )
t Henhey, PA Hesshey, PA Hershey, PA Flesshey, PA
AWAVSC AWWSC
Data Architea BASS Labs
(1
Hershey, PA Bellevile, JL
AWWSC
Speaalist Web Groupware
3)
Hershey, PA
AWWSC

Business Application Support Specialist (BASS)

Source: Information Response 257 and Company Comments

BASS Advantex

An employee’s typical pattern is to first gain experience in particular application(s), often smaller ones,

to then become familiar with applications of a larger size, and finally to become involved in cross-

training of various modules. Each employee is supposed to have a development plan that includes

success measures associated with development objectives and activides. Most employees in the ITS

organization have a technology background, but some come to the ITS organization from BUs, with the

aim of becoming Business Analysts and Business Applications Support Specialists. When hiring

employees, the Director looks for a mix of experienced and junior staff; however, this group leans more

toward cxperienced staff, a hiring pattern the Director expects to continue.

8/7/2008
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Exhibit V-6 illustrates 2007 key performance indicators (KPIs) for the Director position, from which
success measures for other Business Solutions employees are derived. The 2007 results, although not
specifically illustrated in Exhibit IV-6, indicate that the targets for these metrics are being “met.”

Exhibit IV-6
KP1s for the ITS Director of Business Solutions
as of December 31, 2007

KPI Description KP] Formula Weight KP1 Targets
Manage operational spending within the {Percentage of Q3 operating forccast 0 to (%%

budget cstablished for respective area Junderspending or overrun Meets: Over —3%0 1o ~5%
Fail: Ove

0% or over

‘ Quality support of IT Aclueving average ranking of 90

(projects, enhancements, break-fix, and  fabove Mcers: Between 85% and 95%
maintenance, O&Ms, and tuck-ins) Fail: 85% or less
Quality support of day-to-day operanons |Achieving average ranking of 90%s or 5% |Exceeds > = 95%%

above Meets: Berween 85% and 95%

4 Z i % .

SOX and exte SOX and external audit complianc Exceeds: Certified, no weaknesses

no major weaknesses Meets: Cerftified, minor weaknesses

Faik: Fatled, major weaknesses

Enhance operational integrity and Continued improvement in mega 15%%  {Exceeds: Significant improvement
excellence processes Meets: Acceptable improvements
Insufficient improvements

Timely and effecnive staffing Achieve targered vacancy % level by 10%0  Jlixceeds: < or = 3 %

year end Meets: > 3% and < = 5%
Fail: >5%
Development and training Percentage of cmployees whose skill 5% |Exceeds: > = 95%
level increased as targeted in Meets: Between 85%% and 95°0
development plans Fail: 85% or less
100°%

Source: Information Response 618 and 744

Some of the major systems supported include:
¢ ]D Edwards World (financial management of enterprise resource planning (ERP) modules,
excluding budget management)

¢ Electronic Customer Information System (E-CIS) (customer services, including tracking of
customer, account, premise, and setvice informaton)

¢ Hyperion (financial reporting and consolidation, inittally used for budget management and
eventually to be used for providing data on performance managerment)

¢  Sabrix (sales-and-use tax management)

% PowerPlant (fixed-assets management)
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¢  Advantex (workforce automation)

%  AdvaniGard Integrated Cash Management System (ICMS) (only hardware and backend
technologies of cash management system as Treasury support softwarc)

%  Meter shops/reading

¢  Others

Curréndy, American Water supports a hybrid of homegrown and packaged software applications;
previously; most were homegrown applications. Although American Water is moving toward greater
use of software packages, the I'TS organization usually creates interfaces internally. That is because
having a vendor do these interfaces is frequently expensive and creating them internally helps create
ownership. Historically, ITS has driven application decisions, but the organization believes that BUs are
becoming more knowledgeable about technology and applications.

Currently, this group has major projects under way, including:

Billing and collections enhancements to E-CIS application

Identity access management IAM) security enhancements

Advantex/Service First software upgrade

Telephony redesign )

Internet redesign, including movement of ITS portal to SharePoint technology

G ¢ B S b B

Divestiture logo redesign (removal) once inital public offering ( IPO} completed

When needed, ITS uses external resources, typically on projects but occasionally on support functions.
They usually come from one cutside independent consulting firm (Accenture) or as independent
consulrants.

Besides applications development and support staff, the Business Solutions group also includes a quality
assurance {(QA) group. The QA Managers and QA analysts are involved with documentation and test
plans, test scripts, assisting BUs, and defects tracking. ITS developers execute unit tests. QA’s role is to
guide, assist, and support testers throughout the testing process; however, the QA analysts do not
acrually perform QA testing. A User Acceptance Testing (UAT) group from the business unit that
requested the change is actively involved in most other types of testing activities, as shown in

Exhibit 117-7, often as the primary group responsible for such testing. Many business units believe that
ITS should be more actively involved in testing.
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Exhibit -7

Typical Testing Performed and Responsible Group

as of December 31, 2007

Type of
Testing

Primary Group
Responsible

- Brief Description of Testing

Unit testing

TS developers
or a designated
agent

Implemented against the smallest testable element (umit) of the system. It involves the
testing of internal structures of the requested change, such as logic and data flow and/
or the unit’s function and observable behaviors. Unit testing is required for all changes.

N

Functional
testing

Business unit

Executed by the User Acceptance Testing (UAT) group based on the test plan and test
cases. Functonal testing is to be performed for all projects. It is conducted to ensure
that each function, transaction, and feature works correctly as per documented business
requirements.

System
integration
testing

Business unit

Executed by the UAT group, if applicable, based on the test plan and test cases.
Integrauon testing is to be performed for any modification where the change spans over
multiple funcuonal areas or business processes. It is conducted to ensure that the
downstream impact of transactions s fully validated.

User
accepmnce
testing

Business unit

Executed by the UAT group based on the test plan and test cases. User acceptance
testing is to be performed for all modifications. It is the execution of predefined
business scenarios or test scripts, which combine various business processes or test.
cases. User acceptance testing can span multiple systems, applications, and manual
processes In accordance with the expecred results.

Regression
testing

Business unit

Executed by the UAT group, if applicable, based on the test plan and test cases.
Regression testing is to be performed if the change could potentially and unintentonally
affect functions, processes, or data that this change is related to but was not designed to
alter. It looks at potentally impacted processes and scenarios that did not change but
must be tested to prove no negative impacts exist.

6

Performance
testing

T8
Infrastructure &
Operations

Executed by ITS Infrastructure & Operations with assistance from the UAT group, if
applicable, based on the test plan. Performance testing 1s to be executed when the
change may have adverse effect on the network, system, or application as a result of the
solution’s or related systems’ unknown bebaviors. Its goal is to eliminate performance
bottlenecks and to ensure that the solution is performing according to specified
expectations based on KPIs that are essential for 2 meaningful performance test.

~J

Load tesung

Various ITS
groups

If applicable, based on the test plan, load testing is executed by the ITS team in
cooperation with, and on behalf of, the UAT group. Itis to be performed when
automated dara loading is performed. This test is performed to ensure the accuracy and
timeliness of data load into production environment to meet 2 KPI-measured quality
and time window required for data migranon. QA is accountable for coordination,
scheduling, and management of the load test. ITS employees are accountable for
execution of programs m a timely and scheduled fashion. The UAT group is
accountable for data validation and reconciliation.

Stress testing

TS
Infrastructure &
Operatons

If applicable, stress testing is executed by I'TS Infrastructure & Operations with
assistance from the UAT group. Itis to be executed when the change may have adverse
effect on the network, system, or application as 2 result of volume of data, number of
users, access method, configuration of landscape or interfaces, etc. Stress testing is
performed to determine the stability and performance of a system under full or
exceeded load of transactions and users. It involves testing beyond nosmal operational
capacity, often to a breaking point, to observe the applications, systems, or network
behavior.

Source: Tnterview 62 and Information Response 614
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Infrastructure & Operations

The ITS Infrastructure & Operations group is ilustrated in Exhibut IV-8.

b
L5
iy
5

Exhibit IV-8
ITS Infrastructure & Operations Organization
as of December 31, 2007

ANWSC

Drnvor

Intrssmaner & Oprratrons

Hembuy, PA W

AWWEC
Escamon Sotony

AWWEC AWWSC
Fo— Nowrager
Produassn Applivmion Adnrinistezion & ety
Henhey, PA [} Hadiboa Hleighes, NI 3
AW AR
Manzger Monager
. [T — Strem Mmoo Pertonnania:
H(:’h:}', Pa T Hebiy, PA 13
AVANSC awwse AVWSC AWWSE AWWSC
[SRO— Tand Supon Speiios H Spraio Tesm Lok Doz Brow Artiministrcron
= @ M Borsiness Suppodt Tismedals Do Basr Adbmunestestion (Cimadej
hey, 2
Herbey. PA Aton . Herhey, 3 Horhey, PA | Veehey, 22
AWAWSC T T s ] AWWVSC AN
| | SO w— WANTLAN Suppon Speadint Speantres ek Sorver Speaiaint ATN
P 1 13y o Brrsinens Suppact {Cusiomee Care) 1 2
Fenhey. PA Ueshey. P31 i2) Abou L) | Henbey, P Henbey, BA
AWANSC AWAWERG ARWSC AWWSE
Compwet Cpeater Communnenion Vors Admvintor ] Speodlier Nerwadk Surver Speandist Windows
1 =) 2 Bwathess Sappor iRekase & Deploymonsy B “
Senbey.PA Atees 1.5y P, S0 | Horduw, PA Hesthey. PA ) A, 1851 i
AN AWWSC
Toorn oo Do Spriolios Midromge (Sete)
i § @
Herhey, PA {5 Haddon Heighes, NJ 11
ANAVSC AWAVSC
Team Lad Seppon Spravot Damine
1 Donno Mlmisisteoton @
Mymhey, PA fheshey, P4 i
AWWS
TSN Suppon Speisiicr
P
Heptiy, PA
ARWST
Nidliew are Sopp et Spedsin
— CHTRIN
Hewhey, FA

Source: Information Response 257 and Compasy Comments

Each Infrastructure & Operations employee is supposed to have a development plan that includes
success measures associated with development objectives and activities. Exhibit IT7-9 illustrates the
Director’s KPIs, from which success measures for other Infrastructure & Operations employees are
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derived. The 2007 results, although not llustrated in Exhzbit IV-9, indicate that the targets for these
metrics are being “met” or “exceeded.”

Exhibit IV-9

KPIs for the ITS Director of Infrastructure & Operations

as of December 31, 2007

KPI Description
— -

e i

KPI Targets

Percentage of Q3 operating forecast

budget established for respective area

i

Effective and timely support of IT
initiagves {projects, enhancements, break

fix, and maintenance)

undcrspc’nding Or pvernun

Percentage of work orders not
meeting completion deadlines

Manage operational spending within the 20% |Exceeds: -3 %010 0%

budget established for respective area  Junderspending or overrun Meers: Over —3% to -5%
Hail: Over 0% _or over —5%

Manage capital spending within the Percentage of Q3 capital forecast 10% [fixceeds: -5 %o 1o 0%

Meets: Over 5% to —10%
Fail: Over 0% or over —10%

Meets: > 3% or <= 5%
Fails: > 5%

Quality supporrt of day-to-day operations
and F'T initianves {projeets,
enhancements, break-fix, and
maintenance)

e

SOX corﬁplinncé

Percentage of inidaoves achieving
average ranking of 90 or above

SOX compliance; no major
weaknasses

10%

Exceeds: >=95%
Meets: Between 85%0 and 95%
Fails: Under 85%

Exceeds: Certified, no weaknesses
Meets: Certified, minor weaknesses
Fail: Failed, major weaknesses

Enhance operational integrity and
excellence

'lu‘m'*l)-' and effecnve staffing

Continued improvement in mega

pf()CC$Sk‘S

Achieve targeted vacancy %o level by

year end

10%

Exceeds: Significant improvement
Meets; Acceptable improvements
Fail: Ins

ovements

ufficient im
Exceeds: < or =3 %
Meets: > 3% and. < = 5%
Fail: > 5%

Development and training

Percentage of employees whose skill
level increased as rargeted in

development plans

fixceeds: > = 95%
Meets: Benween 35% and 95%
Fagl: 85% or less

Source:

Information Responses 561 and 745

This group is composed of four subgroups:

&

Within the Preduction group, batch-production runs occur every night for customer service
(AS/400) and financial (AS/400) systems. Most systems now run in a client/server
environment, although JD Edwards (JDI) and Lotus Notes still run on AS/400 equipment.

Two data centers exist: one in Hershey (PA), the main facility, and the other in Haddon Heights

(N}, which is used for backup and disaster-recovery purposes. The Hershey data center is

staffed (three shifts) on a five days/week x 24 hours/day basis; however, data-center computers
are available on weekends as well as weekdays because the data center then operates in a lights-

out (no-staffing) manner. If necessary, ITS staff can be called into the data center using a

formal on-call list. A Hershey data center expansion project is being completed in response to

Schumaker & Company
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capacity-planning efforts. Other projects include identity access management (IAM), voice over
Internet protocol (VoIP), Cisco IP, etc. American Water has various platforms, including
Microsoft Exchange and Lotus Notes for voicemail purposes, but is moving toward Microsoft
Exchange as its standard platform. It also uses Cisco firewalls with content filtering at two
points of presence (POPs) (Hershey and Haddon Heights). TTS has focused on disaster
recovery/ restoration as part of key SOX “404” applications. E-mail archiving and data

retention is also being discussed. This group shares responsibility with the Operations Risk
Management (ORM) for firewalls between supervisory control and data acquisition (SCADA)
and BU servers, because TS staff manages the network; however, the group does not support
SCADA servers and applications. Refer to Error! Reference source not found. for further
discussion about Chapter 101 compliance with regard to cyber-security and disaster recovery
plans and to Chaprer 1/ — Water Operations with regard to physical-security, business-continuity,

and emergency-response plans.

¢ The Telecommunications group is responsible for both data and voice communications, although
American Water Is just now centralizing voice systems. American Water has various platforms
across its system, including Cisco, Avaya, Siemens, AT&T, and Lucent. For those areas where
Avaya PBX telephone systems exist, American Water is moving its telephone systems to Cisco

IP, as systems are fully depreciated and contracts expire.

¢ The Application Administration & §ecurity Management group has only recently been formed as part
of American Water’s SOX compliance efforts, largely to ensure segregarion of duties. Its focus
is evolving. One area of responsibility includes access management. To gain access to
American Water’s network and computer systems, a user access request (JAR) form (signed by
a user’s supervisor) must be submitted for approval. The form is sent to the Operational Risk
Management (ORM) Security group and then to the respective AWWSC BU for approval, if the
requested access is determined to be a highly sensitive enutlement. Another area of
responsibility within this group includes the processes for release and deployment from a pre-
production environment to a production environment. One of the projects in progress is an
identity access-management project that is scheduled to be completed by end of year (EQY)
2007.

¢  The Systenrs Maintenance & Performance group is responsible for monitoring, maintenance,
support, and administration of hardware, databases (not content), and Lotus Notes, including -
capacity planning. Various databases are used, including Oracle for Advantex (Service First),
although American Water also uses SQL, DB/400
others. Key projects under way in late 2007 include:

Hyperion, PowerPlant, Sabrix and

-~ Facility/infrastructure improvements

—  Upgrade central processing unit (CPU) of the production systems and development systems

- Implement independent auxiliary storage pod (1ASP) on production and development
systems

- Actve directory (AD) security portion of the A/M project

- Virtual machine (VM) pilot
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Exchibit IV'-10 Mustrates other major Infrastructure & Operations initiatives that are either in progress or
scheduled to be started.

Exhibit IV-10
Major Infrastructure & Operations Initiatives
as of December 31, 2007

Due Date Status | Impact Title

End Before 6/31/08 In Progress Medium SQL Server Consolidation

- End Before 8/31/08 In Progress High Oracle Server Consolidation
End Before 3/31/08 In Progress Iigh SQL Server Secure Configuration Upgrade
End Before 3/31/08 In Progress High Oracle Server Secure Configuration Upgrade

End Before 3/31/08 In Progress Medmm SQL Server Logging Automation

End Before 3/31/08 In Progress Medium Oracle Server Logging Automation
End Before 12/31/08 In Progress Low VM Ware Installation

End Before 3/31/08 In Progress Medium CITRIX Server Consolidation

End Before 12/31/08 | In Progress Medum ES800 to DS8300 upgrade

End Before 12/31/08 | Not Started | Medium Physical Windows Server Consolidation

Source: Information Response 557
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Client Services & Support
Exchibat I17-11 llustrates the ITS Client Services & Support (CS&S) organization.
Exhibit IV-11
I'TS Client Services & Support Organization
as of December 31, 2007
AWWSE
Curoror
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{ I I 1 1
AWWST AWWSC AWWSC AWWSC
Mgt Sanager Manager Manages Momsger
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Voothves, Nf 10 Vootheo, N} L t Voodwers, Ni 2 MG V7 Ny EY
AWWSC AWARSC ARWSE AWWERG AWWSC
Seevioe Levat Adruntamtor HP Opraview Conligumation Spedalist Lok Suppeen Spedadicr A Teom Lemd Iy beani
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Voaders, ¥ . Voodser, Nf Veothre:, N} MG 7 wy e
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Source: Information Response 257 and Company Comments

This group’s key functions include:

4  Site support {excludes Hershey data-center operations and support) for desktops/laptops,
servers, and other network devices, including SCADA equipment but not software; fax
equipment (located throughout American Water sites), which includes (but is not limited to)
software deployment, troubleshootng, and monitoring at 81 PAWC sites for approximately 725
office personal computers (PCs), 143 tough books, and 60 SCADA PCs
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% [T change management (event and problem management), including moving of equipment and
software into production

%  Service (help) desk (7:00 a.m. to 7:00 p.m. Mondays through Fridays, with 7 days/week and 24
hours/day support via cellular telephone) for systems excluding SCADA; the help desk uses
HP’s OpenView Service Center software for tracking, monitoring, and reporting requests, in
which Level 1 support is provided internally by help desk and Level 2 and 3 support by other
ITS groups

¢ End-user training sessions

¢ Communicatons with user organization on support activities

Armerican Water has been attempting to standardize applications on desktop computers, and the
Desktop Administration Manager estimated that the company has completed roughly 60% of this task at
2007 year-end. He is continually redeveloping the image; however, American Water has only one image
with applications sitting on top of the core image. The desktop currently being imaged is based on
Microsoft XP/Office 2003 and Lotus Notes. (Cost plus applicadons, such Microsoft Visio and
Microsoft Project, are only installed when requested and approved by BU management.) American
Water is evaluating when to go from Microsoft XP/Office 2003 to Microsoft Vista/ Office 2007.

Additionally, CS&S management indicates that its 2008 focus will be to expand from a break/fix
orientation to a more proactive stance whereby additional services are provided to its customers.
Among the activities that management hopes to consider adding to this group’s responsibilities include
use of additional software-deployment capabilities, inclusion of SCADA calls to the service desk, server
and workstation virtualization, working as a partner with BUs for planning purposes, as well as others.
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Project Management Office

The TTS Project Management Otffice (PMO) organization is lllustrated in Exhibi [V-12. At the time of
Schumaker & Company’s field work, the Director’s position was filled by the Manager of I'TS Planning
& Methodology on an interim basis, as well as his own position.

Exhibit IV-12
ITS Project Management Office Organization
as of December 31, 2007

AWWSC

Diceaor

Projea Management Office

Voorthees, N} 10
AWWSC AWWSC AWWSC
Manager Manager Master Projea Manager
['TS Phinning & Methodology Process Design I
Voorhees, NJ Voorhees, NJ Voorhees, NJ
AWWSC
AWWSC B Lead Projec Manager
Analyst 2 |
ITS PMO Methodology
- Voorhees, Nj
Yoorhees, NJ
AWWSC
Career Projea Manager
4) B

Voorhees, N}

Source: Tnformation Response 257

This group is responsible for managing technology projects and portfolios of projects. It also facilitates
the IT Steering Committee (ITSC) process. For every major project, a VP is assigned as a business
sponsor. A business lead is also assigned, along with technical lead(s}. All leads report to the project
manager who is assigned to this project from the PMO organization. The project manager repotts to a
Project Steering Committee (PSC), which is formed to approve design, testing, production, etc. The
PSC includes the business sponsor as well as VPs from the areas impacted. Many of the project
managers have a technology background, although some also come with a business background. The
I'TS organization has three project-manager levels, including:

¢  Master — has managed large projects from cradle to grave
¢ Lead — has managed small to medium projects, but not large projects
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¢ Career — has managed small to medium projects; however, they are normally less complex

projects than the Lead project-manager level
Other PMO groups include:

®  Planning & Methodelogy — This group is responsible for ensuring that ITS’ project-management
methodology is followed on technology projects, monitoring committee actvities, and
mediating issues.

@  Process Degign — This group Is responsible for effectively guiding and training BUs and the I'T'S
organization through the design of business processes as technology projects are implemented.
For example, the Process Design Manager mediates meetings to lead BUs in process design.
That way, s/he can ensure that business requirements are met. Current projects include:

—  Call center technology replacement project — replacing Avaya solution, which is quite old; now
looking at overall design as American Water is in the middle of evaluating options

~  Upgrade of Service Furst project — Advantex software package for scheduling and managing
service orders was initially implemented approximately four years ago; upgrade under way

aims to incorporate release and increase capacity
Each ITS project is governed by the following four phases:

1. In the Initiation Phase, an idea for a project is developed into a full-blown business case.

)

During the Planning Phase, business and technical designs, along with the implementadon
approach and project plan, are documented.

3. 'The project team (Business and I'TS) delivers the Execte/ Deliver Phase via programming,
configuraton, and testing tasks, based on the requirements and specifications produced during
the planning phase. The project manager oversees project delivery and repotts to the business
sponsor and project-steering team with regular status updates, scope change requests, project
risks, and issues.

4. Projects are completed in the Close Phase where resources are released, accounting is closed, and
lessons learned surveys are completed. All project knowledge, including any remaining open
issues and risks, is transferred to I'I'S production support and the business sponsor.

American Water’s project-management methodology, incorporating these four phases, is based on
Deloitte’s PMO ir a Box methodology, which aligns closely with Project Management Institute’s Project
Management Body of Knowledge (PMBOXK) and additional policies and procedures governed by SOX
compliance. Supporting processes are used throughout the project lifecycle, including cost and financial
management, resource allocation, project portfolio management, issue and risk management,
management reporting, procurement management, benefits management, and scope change

management.
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Each week, the PMO Director meets with the project managers to discuss each of the projects that are

under way and the status of each.

Global Strategy & Architecture

Exchibit IV-13 llustrates the ITS Global Strategy & Architecture organization, which was established in
2007. ‘

Exhibit IV-13
ITS Global Strategy & Architecture
as of December 31, 2007

AWWSC
Director
Architecture & Strategy
Voorhees, NJ 5
AWWSC AWWSC AWNSC
Architecure/ Engineer Manager Architeaure/ Enginecr
Technial Infrastructure Technical Data Telecom
Voorhees, NJ Voorhees, N] Voorhees, NJ
AWNWSC AWWSC
Architeaure/ Engineer Architecure/En gineer
Telephony ) Midrange Sysrems
Voorhees, NJ Voorhees, NJ

Source: Information Response 257

The Director of Global Strategy & Architecture position has been vacant since September 2007 and one
of the five positions (Architect/Engineer Midrange Systems) has not yet been filled. Although the CIO
expected to fill all vacant positions by end of calendar year 2007, as of the middle of January 2008, they

were still vacant.

This group’s focus is to address pain points that have occurred because systems are not appropriately
architected up front, including those architected correctly, not integrated in an appropriate manner, or
not meeting I'TS’ strategic direction. To accomplish this aim, this group’s existing objectives are to
develop standards involving design and providing the last level of support for requests. In the autumn
of 2007, the group was in the process of prioritizing standards and developing a high-priority list, as ;
shown in Exchibit IV7-74, which the Information Technical Review Board (ITRB) must approve. |
Although various ITS groups may be initially developing a standard, the Global Strategy & Architecture

group is responsible for coordination of these standards.
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Exhibit 1V-14
High-Priority List of Standards
as of December 31, 2007
Group Standard Name Completion Date
Architecture Data/Voice Wiring and Cabinet Standards 2007 (September}

Business Solutions

Project Management Office

Client Services & Support

Infrastructure & Operations

Source: Informarion Response 492

Nerwork Router and Switch Hardware Standard

Telephone Models

Telephony and Voicemail Systems
Wireless Standard

Unified Communications Standard
Call Center Telephony Standard
Enterbrise Directory Standard
Wintel Server Standard

Video Collaboration Standard
Voice Network Standard
Application Development Standards
Data Architecture Standards

Web Development Standards
Resource Management

Project Prioritization

Portfolio Management
Dashboards/Metrics

Desktop Hardware

Desktop Applications

Desktop lmaging Standards
Printers/ Multifuncrional Devices
Mobi Devices

Wireless/PDA Technologies
Backup & Recovery

Job Scheduler Access

Job Submission, Execution, and Monitoring

Tape Management

2007 (September)
2007 (October)
2007 {November) {estimate}
2008 ﬂ)ecemb;r) {esumate)
2008 (December) (estimate)
2008 (December) (estimate)
2008 (December) {estimate}
2008 (December) (estimate)
2008 (December) (estimate)
2008 (December) {estimate)
2005 (December)
2008 (December) {esumate)
2008 (December) {estimate)
2008 (December) {estumate)
2008 (December} {estimate)
2008 (December) (estimate)
2008 (December) {esurnate)
2008 (December) {estimate)
2008 (December) (estimate}
2008 (December) {esumate)
2008 (December) {estimate)
2008 (December) (estimate)
2008 (December) (estmate)
2008 (December) (estimate)
2008 (December) (estmate)
2008 (December) (estimate)
2008 (December) (estimate)

Of the 28 standards identified in Exhibit [L7-14, only four had been completed at the end of
Schumaker & Company’s field work and most others were expected to be completed in 2008. A new

group that finds itself without a leader for a long period of time will likely find it difficult to achieve its

major objectives.
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Planning & Performance

The Planning & Performance organization is composed of one person who is responsible for assisting
the VP & CIO and I'T’s managers and directors with financial and service level management and
reporting, including:

¢ Coordination of annual budget preparation for operations and maintenance (O&M) expenses
and capital expenditures, monthly reforecasts of related financial data, and associated monthly
variance analyses of actual data against budget and forecast levels

¢ Managing IT achieving monthly corporate financial deadlines, including
—  Submittal of variance report analyses and KPIs to AWWSC’s planning organization
—  Participation in the “flash call” meeting with AWWSC’s planning organization
- Participation with the VP & CIO in the monthly business performance review meeting

¢ Coordination of monthly dashboard session reviews and creation of associated reports for
reviews held monthly with I'T’s managers and directors

¢ Coordination of quarterly KPI reports of targets and results for IT organization where targets
include:

~  Help desk first call resolution statistics
- Actual versus budget financial data

- Availability of data center

- Availability of nerwork

¢ Performing a sanity check of formulas used for IT allocation of costs by reviewing reports

#  Helping I'T’s managers and directors promote quality in reporting by ensuring consistency (and
removing consistency) in KPIs

% Performing special projects, as necessary
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Expenditures

Exchibiz [V-15 displays 2003 ro 2007 information technology costs that have been charged to PAWC.

Exhibit IV-15
PAWC Information Technology Costs
2003 to 2007

Operating & Maintenance Expenses
$6,000,000 1 - -

$5,000,000

$4,000,000 1

$3,000,000

$2,000,000

$1.000,000

50 -
2003 2004 2005 2006 2007

B Opcrating & Maintenance Expenses | 54,629,053 $5,600,951 54,270,829 $4,481,771 $5,166,641

Capital Expenditures
$300,000 -

$250,000

$200,000

$150,000

S100,000

$50,000

S0 )
2003 2004 2005 2006 2007

@ Capital Expenditures $273,370 $138,300 $126,985 $125,710 $112,984

Source: Information Responses 68, 770, and 807

"The I'TS operating and capital budgets are developed for each AWNWSC ITS organizaton, not at a state-
specific level, which is typical of most service company functions. However, PAWC does have a
technology-related capital budget managed by the AWWSC ITS organization. Prior to 2004, the ITS
organization was not set up in the current structure and, as such, information is not readily available;
therefore, AWWSC/PAWC was unable to provide equivalent 2003 capital expenditures. The ITS-
related O&M expenses displayed are those amounts charged to PAWC on the AWWSC billing
statements. American Water I'TS purchases some services specifically for PAWC, including telephony,
telecommunications, copiers, and maintenance/support. Other services purchased by the ITS
organization benefit all American Water customers, including PAWC.
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Backup/Recovery, Disaster Recovery, and Security/Protection

Backup/Recovery

Tape copies of the key business systems’ data and applications are produced on a daily, weekly, and
monthly cycle based on American Water’s established recovery-point objectives. Backup activites are
monitored daily and are validated for success/failure. Remediation steps are taken for any backups that
have not been successful. Automated tools are used to monitor jobs and to report exceptions to
technicians. Computer operator(s) monitor the system console for errors and failed jobs are rerun.

All critical data'is in the Hershey data center. Its data is backed up daily at secured offsite facilities,
which include a location in New Jersey for AS/400 data and a nearby Pennsylvania location
(approximately two miles away) for client/server data.

Disaster Recovery

The ITS organization has disaster-recovery-plan documentation that describes the use of regular testing
cycles. Example testing methods were illustrated in the plan, as shown in Exhibir IV-16, which was
compiled by I'TS management and adapted from The Disaster Recovery Journal DR Glossary and Testing
Methods (Wold & Shriver, 1994).

Exhibit 1V-16
Example Disaster-Recovery-Plan (DRP) Testing Cycle
as of December 31 2007

Ly DRP
Ful - I\
Inzcrfupnun ' cRevise |

3 Checkjls(::

s Retest
Disaster Recovery Plan
Paraliel Testing Cycle
)
ud

e

@ ; Revisae .
Walk Through?

\ . Retest ©
Simulation
sy,

Figure 2. Illustration of a DRP Cycle Testing Scenario

Source: Informarion Response 637

The plan goes on to say that a test cycle should consist of a minimum of three phases, including a
checklist, a walk through, and one of the advanced testing methods (simulation, parallel, and full
interruption). Specifically, for the ITS organization, it indicates that the American Water testing
frequency should include:
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Cluster data integrity (weekly)
Walk through {quarterly)
Random equipment failure (twice a year)

LR T o

Hershey data center failure {once a year)

According to ITS management, as part of its annual data-center failure test, all critical applications are to
be restored according to a schedule, which is reviewed and approved by the appropriate business-
function owner{s). Additionally, each business owner is to indicate if the test was a success. See

Finding 117-10 for further discussion of American Water’s disaster recovery plan and testing activities.

Security/Protection

Among the various security and protection actions that the ITS organization takes include the following:

¢  Network — Perimeter firewalls are installed between the Internet and American Water’s network
to establish a secure environment for the company’s computer and network resources.

% Viras Profection — All servers and personal computers use antivirus software and automated
virus-scan policy management to safeguard the network and data. All computers are set up to
recelve regular virus updates from the antvirus system. Weekly reports are available to
determine the status of engine and virus-definition files across American Water locations.

& Logiral Access — All users access information systems through unique credentials, which include,
but are not limited to, system account username and password pairs, strong authentication
tokens, smart cards, or digital certificates. The monitoring of sensitive accounts, transactions,
and data is also periodically done based on the sensitivity of the access or the risk level of the

transactions.

$  Physical Access — Only authorized individuals are permitted physical access to centralized ITS
resources. The data centers and associated rooms have doors that close automatically and
securely. Mechanical locking mechanisms have storeroom function and remain locked at all
times. Access to the data-center areas is controlled through an electronic access-control system
(using an access badge), with entry and exit doors alarmed. Only personnel with defined 1
business needs are authorized to enter these controlled access areas. Individuals who need to
enter only occasionally are either escorted, issued temporary badges, or granted temporary
access with their access badge. Individuals no longer requiring access have their access revoked

upon notification.

@ Fire/ Water Protection of ITS Faciliries — Fire barriers within, above, and below the operations area
plus fire alarms and overhead fire suppression systems are in place. Hand-operated
extinguishers are also available and maintained per local fire and building codes. Rooms j
protected with an oxygen-displacing gas (Flalon) as a fire-suppression system have doors that
remain closed, and the protected areas comply with all local fire and building codes. (The
Hershey data center is replacing its Halon system with FM200.) In addition, data centers and
computer rooms are not located directly beneath sections of the facility that could become
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water hazards, such as restrooms and kitchen areas.

& Backup Power Supply — Potential points of utility failure have been eliminated and backup
measures (Le., installation of an uninterruptible power supply) have been implemented. In case
of a power failure, emergency battery-powered lighting is installed and procedures are in place
to periodically check their operation.

Technology Audits

A total of 19 IT/IS-related audits have been performed in the last five years as shown in Exhibit I17-17.
Although several were performed in 2003 through 2006, only two were performed in 2005 and 2006,
and none occurred in 2007. Refer to Chapter Il — Financial Managenent for a discussion of the decreasing
number of audits performed by the AWNWSC Internal Audit group.
Exhibit 1V-17
1T /IS-Related Audits
2003 ro0 2007
Year Description
2006 ISSCADA '
2006 IS Service First Applicadon
2005 IS AWAYSC Operadons Environment Review
2005 IS AWAWSC Infrastructure Service Help Desk
2004 IS Operatng Systems Review {Windows)
2004 IS Operating Systems Review {UNIX)
2004 IS Network Secunity
2004 IS Operating Systems Review (OS400)
2004 IS Data Center Review (M. Laurel)
2004 IS Data Center Review (Hershey)
2004 18 Data Center Review (Voorhees)
2004 IS Data Center Review (Belleville Lab)
2004 IS Darta Center Review (Alton, llinos)
2004 IS Change Management
2003 IS Data Center Review (Haddon Heights, NJ)
2003 IS PCI Data Center
2003 IS AWS PCI Standard Operating Procedures
2003 IS Business Continuity Planning
2003 IS AW Policy Review

Source: Information Response 615
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Governance Processes

The governance processes include standards for planned and unplanned technology requests.
According to I'TS management, the documentation for these processes reflects a more restrictive
environment, which I'TS management believed was not working and, therefore, was recently changed.
However, the documentation has not yet been adjusted to reflect these changes. Based on current
practices, different levels of approval are required for approving all technology requests, depending on

B

the type of request made.
For planned rechnology requests, business units make their requests via the following process:

¢ When interested in undertaking a technology project, 2 BU completes and submits a business
opportunity form (BOF) {why, value, etc)) and a Technology Design Document — Level 1
(TDD L1) to the PMO for placement on the ITRB and ITSC agendas and distribution of the
BOF to the ITSC. The ITRB reviews and provides feedback (suggested course corrections,
standards requirements, technology roadmap requirements, etc.) regarding the TDD — L1 to
ensure that the BOF presented to the ITSC represents a solution that is feasible and consistent
with IT strategy before their consideration of the business value of the proposition. The ITSC is
composed of the CFO, VPs, directors, and regional representatives, with the Director of
Business Solutions as a non-voting member.

% The ITSC approves (or disapproves) the form (if a request is due to regulatory changes, then it
is automatically done}. '

%  If the ITSC approves the form, the PMO tracks business-case activities, which involves having
the BU build a business case (also referred to as a Level 2 design), with ITS involved in
estimating I'T costs through the development of a Technology Design Document — Level 2
(TDD L2).

¢ The business case and TDD 1.2 are submitted to the ITRB, which is composed of ITS/Security
directors who meet weekly to approve {or-disapprove) the technical aspects of a project.

%  Once the ITRB approves a business case, it goes back to the ITSC, which approves (or
disapproves) the project. This approval process includes an endorsement of the capital budget,
a project priority relative to other projects, and a scheduled start date. (If request involves
enhancements, an ITSC subcommitice approves them.)

¢ ITS begins a project once the appropriate Regional Investment Management Committee
(RIMC) (one for each of the four American Water regions and one for corporate, totaling five)
releases the funds.

¢ The project is performed, in which a project manager, usually an ITS employee, heads the
project team. (On large projects, both ITS and the BU generally have a project manager, with
the I'TS project manager acting as the overall project manager.) In 2007, I'TS began having a
Project Steering Committee (PSC), which 1s composed of high-level stakeholders, for all major
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projects. The PSC meets monthly (or as needed) to provide oversight regarding the project’s

business design, scope, testing, and finally making the recommendation to go live.

¢  Ultimately, however, the Change Approval Board (CAB), which meets weekly, is responsible

for approving the requests that can actually go live. The CAB is composed of the Change

Manager, ITS directors, and a Security director. Before moving systems to production, sign-

offs using the production authorization form are required.

Yor unplanned non-emergency (break/fix) requests, requests are reported to the help desk and handled by

the appropriate ITS group as part of its maintenance and support activities. Historically, ITS prioritized

these requests; however, they now go into a queue, which ITS leads monitor on a daily basis, but are

handled based on the process owner’s prioritization of these items.

For unplanned emergency tequests (emergency is defined as a physical failure}, requests are handled

immediately but require a manager’s approval, with a post-mortem done by the CAB.

The I'TSC also approves the mix of how internal ITS resources should be split among break/fix,

projects, enhancements, maintenance, and administration activities. The mix (approved as of December
31, 2007) is shown in Ex#ibit I17-18. Schumaker & Company did not identify any ITS mechanisms
currently in place for ensuring that the approved mix is being followed.

as of December 31, 2007

Exhibit IV-18
Mix of ITS Resources Approved by I'TSC

IT Area Projects Enhancements Break/Fix Maintenance  Administration
1
Global Stratesy & Architecture 60% 10% 5% 5% 20%
&Y
Core Business Systems 29% 21% 15% 15% 20%
Client Relarions 10% 8% 45% 17% 2%
Infrastructure & Operations 12% 10% 25% 33% 20%
PMO 80% 0% % 0% 20%
Security 10% 20% 5% 35% 20%

Source: Information Response 496

Because ITS has lmited resources, when the ITSC approves a project for ITS to complete, ITS may
decide to augment its resources (if within budger).

8/7/2008
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Findings & Conclusions

Finding IV-1 American Water’s long-range IT planning activities have been on held
since SOX compliance efforts began in 2006 following RWE’s December
2005 decision to divest of American Water.

At the time American Water was acquired by RWE in 2003, a major injtiative was undertaken to
integrate American Water processes and replace American Water applications with a single, common
enterprise resources planning (ERP) solution. Also, work on legacy systems and applications were
frozen. In December 2005, all IT initiatives were cancelled following RWE’s decision to divest of
American Water. Because all IT initiatives were cancelled, all long-range planning processes were put
on hold when SOX compliance projects began in 2006. As a result, no long-range I'T plan has existed
since 2003 when American Water began its ERP mitiative. In 2007 ITS started developing an
infrastructure plan, but no applications plan is yet in progress. That is, no formal long-range plan exists.
Only its five-year budget plan, similar to that of other American Water departments, and an 18-month
project portfolio of both business-initiated and ITS infrastructure-related projects (developed based on
business cases approved, ranked by the IT Steering Committee, and aligned based on rank and
availability of the technology skills needed to execute the projects) exist.

Despite not having a formal plan, in late 2007 ITS management verbally stated that its genera]
expectations for the next five years are to refresh and standardize the IT infrastructure, to optimize ITS
processes, and to implement new technologies to improve performance and enable business solutions
needed by business units to meet their goals and objectives. ITS management also verbally stated that in
2008 it expects to replace existing outdated data network and other telecom technologies, to standardize
its desktop environment, to upgrade existing core-system servers, and to deploy new telephony systems
at sites where one is deemed neceded and feasible. Also, other ITS acuvites include the delivery of
projects as they are approved by the IT Steering Committee. For example, among those already
investigated through strategy sessions is a review of client/server technologies that would reduce costs
and improve and/or increase services to American Water customers No formal strategic plan was in
effect in late 2007.

The lack of a formal steategic plan prevents the ITSC from using such as plan as a guideline for deciding
whether to approve (or disprove) projects and ranking-approved projects. It also means that I'TS
management’s expectations are simply that as opposed to a plan for identifying what activities I'TS
should actually be doing.

Finding IV.2 I'TS has made Httde progress in recent vears with regasd 1o addressing the
technology needs of American Water’s business units, including those
impacting PAWC operations.

AILTT iniuatives were cancelled in 2005 and it appears that litde progress has been made since then to
address American Water’s technology needs. In late 2007, approximately 10 major IT projects were
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under way, 30 business cases were started that might lead to major I'T projects, and 13 major projects

were backlogged. Additionally, examples of problems noted during this audit include:

%

Dissatisfaction was expressed by various financial management groups due to lack of
functionality in the current version of its financial enterprise resource planning (ERP) software,
as discussed in Chaprer 11— Financia! Management. This problem arose despite ITS” efforts to

incorporate some enhancements.

Software standardization across the American Water organization is Jacking in selected
instances. For example, although Schumaker & Company was told that American Water owns
the inventory-management module of its ERP software, no Pennsylvania locations use the
software. Instead, different Inventory-management methodologies {manuals, spreadsheets, and
Access databases) are in place in Pennsylvania, as discussed in the Procurement Services and
Materials Management section of this chapter.

Tools, such as 24x7 monitoring of failures, and analytical tools by the ITS help desk regarding
types of issues so it can be more proacuve in addressing customer needs are lacking.

Although it was beyond the scope of this audit to determine specifically why little progress has been

made, some of the potential factors brought to light include the following:

%

&

The lack of an IT strategic plan to guide the American Water organization in making project
selection and prioritzation decisions

The use of governance processes involving BOFs/business cases, project selection and
prioritization, project initiation, project monitoring, and project closeout that is certainly
cumbersome thanks to the many steps and groups involved and is, possibly, ineffectively
implemented

The use of policies and procedures that focus primarily on SOX compliance rather than
managing a well-run I'TS organization

Relying too heavily on BUs to perform major testing activities {(not just user-acceptance tests,
which is generally done by BUs, but also functional tests, system integration tests, and
regression-test activities as shown in Exhibiz IV-8), which can cause delays because BUs must
also be performing day-to-day operations at the same time

The vacancy of two key Director positions (PMO and Global Strategy & Architecture) for Jong
periods of time co

Inappropriate, and in some cases inadequate, ITS staffing levels

A recent ITS study was performed by Computer Sciences Corporation (CSC) on behalf of American

Water. This study compared the staffing levels of ITS groups against industry averages. The study

results indicated that the organization may want to review what staffing levels each ITS group should

have. Preliminary indications are that these levels may be higher or lower than what ITS has budgeted

in the past for each group. That given, Exhibit 117-19 illustrates that the number of positions previously

81772008
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budgeted from 2005 to 2007 were not necessarily filled. According to I'TS management, these vacancies

were often atuibutable to hiring freezes.

Exhibit IV-19
Actual versus Budget ITS Swuaffing Levels
2004 to 2007

Actual Budget Difference
2005 2006 2007 2005 2006 2007 2005 2606 2007
Business Solutions 39 45 56 57 57 61 (18) (12 5
Infrastructure & Operations 30 31 40 39 37 40 ® (6) 0
Client Services & Support 46 50 49 58 56 56 (12 (6) Q)
Project Management Office 11 9 10 8 11 11 3 (2) 1
Global Strategy & Architecture 0 5 4 5 5 6 (5) 0 2)
Planning & Performance 1 1 1 1 1 1 0 0 0
Administration 1 1 2 1 1 2 0 0 0
Total ITS Organization 128 142 162 169 168 177 41) (26) 15)

Source: Informanion Responses 67 and 765

Certainly, an investigation of what staffing Ievels should be needs to be performed.

Finding IV-3 The PMO has developed project-management documentation that is
extensive in scope; however, materials o help emplovees effectively apply
these standards has pot vet been inchuded as part of such documentation,

The PMO has made an excellent start in developing project-management documentation, which
includes the following:

PMO governance policy

Project close practice

Project initiation practice

Project planning practice

Project execute/deliver-analysis and design practice
Project execute/deliver-build/ configure/ test practice
Project execute/deliver-deploy practice

PMO standards

PMO guidebook

LA B K R R IEE

Most topics that Schumaker & Company would expect to see in project-management documentation
for monitoring, measuring, and verifying steps that are designed to monitor progress against plan are
generally included. Other materials often included in such documentation for programs, such as
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checklists and templates to effecdvely apply these practices, were not noted in our review of the
documentation. '

Finding IV-4 The I'TS organization is not placing adequate emphasis on certain stafls

achievement and maintenance of project-management certifications.

According to senior ITS management, all project managers (who are located in the PMO organization)
are required to have Project Management Institute (PMI) certification as Project Management
Professionals (PMPs). In our review of certifications, only four (Director, Senior Analyst, one Lead
Project Manager, and one Career Project Manager) of the 11 PMO employees had achieved PMP
certification, although one other employee (a Lead Project Manager) was working toward such
certification. Conversely, QA staff (who are located in the Business Solutions organization) are not
encouraged to have PMP certification, although quality assurance is a key component of good project-
management principles. Schumaker & Company also believes that other I'LS staff, such as technical
staff who are involved in project activities, should be encouraged to get their PMP certification,
regardless of where they reside within the ITS organization.

Encouraging employees to obtain project-management certifications helps both American Water and its
employees by increasing those employees’ skill sets to more effectively perform IT work.

Finding IV-5 The ability of the Client Services & Support geoup to electronically deploy

sofbware upgrades to workstations is hindered by Amernican Water’s network,

which results in additional costs to VTS customers, such as PAWC,

The Client Services & Support group has the necessary software to electronically deploy software
upgrades to workstations, but CS&S management indicates that it cannot vse this sofrware. That is
because the network does not have the necessary bandwidth to do so efficiently. The result is that
CS&S employees must physically go to workstations to deploy software or software upgrades after a
workstation has been originally configured for use. In some cases, CS&S employees must drive to a
location to deploy software upgrades. For PAWC, this travel could take as much as four hours one way.
"The Client Services & Support group has attempted to minimize this manual effort by first putting a
universal image on all workstations at the time of acquisition and then making few software upgrades
until the equipment is replaced.

Finding IV-6 TS management is not appropriately {ocusing its employee-training and
development efforts through the use of 3 skills inventory for individual
employees.

Lot

According to ITS management, I'TS employees attend conferences and belong to professional

organizations. In addition, employees are encouraged to participate in the following training and

development (T&D) activities:
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NORDICS exchange group activities

Gartner Group symposiums

Vendor sessions (e.g., Cisco, AT&T, IBM, Microsoft) -
Common user groups (IBM, AS/400)

Microsoft certifications

Teleconferences
ITS Information Day (focused on serving BUs better) 4
Lunch & learn sessions

¢ @& B S ¢ & & B @

White papers

Training and development (T&D) activities are performed based on the development needs that are
identified mid-year and end of year at performing planning time. They are based on individual needs as
opposed to group needs. It is up to individual managers to determine what is needed, because no
tracking tools are available to them. Although American Water had already exhausted its Global
Knowledge contract by the autumn of 2007, the CIO was looking to expand it. According to I'TS
management, as long as a manager has a training budget, s/he can use Global Knowledge.

Nevertheless, individual managers have neither a formal skills inventory nor a T&D history available to
them to make decisions regarding how, when, and where to send employees for T&D activites. Also,
the recent CSC study of the ITS organization indicated that development plans are not in place for 2ll
ITS employees as required by ITS policy.

Finding 1V-7 The I'ES organization dees not have sufficient client-satisfacdon
information and data with which to evaluate its ability to serve AWWSC or
PAWC deparoments.

The I'TS organization does not routinely perform client-satsfaction surveys. Any information it has is
obtained either through the use of 2 “lessons learned” activity, which is performed at the end of some
{but not all} projects, or informally through discussions with BUs. Some individuals who werce
interviewed as part of this audit noted anecdotally that they had concerns about I'TS’ ability to
adequately provide service.

Finding IV-8 The UTS organization has not developed service-level agreements with its
- clignt groups.

Although I'TS” mission includes the organization being “a valued business partner,” no service-level
agreements with client groups, either functionally oriented AWWSC groups or state entities (like
PAWC), currently exist. The targets associated with ITS performance statistics, as shown in

Exchibit IV-20, were the only documentation provided by ITS management when asked to provide
service-level agreements (SLAs). Although written and signed, Schumaker & Company does not
consider these documents to be service-level agreements. They are merely ITS targets. According to

I'TS management, the organization has not met with BUs to determine what business units expect from
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the ITS organization. Without having a good understanding of BU expectations, the ITS organization
cannot truly have a client focus. It is therefore unable to appropriately provide the services that BUs
(such as PAWC) require to meet the needs of their end customers.

Finding IV-9 I'TS performance versus its targets show varying, and in some cases, poor
results.

Exhibit II7-20 illustrates ITS’ performance mettics for the last three years, from 2005 through the first
half of 2007.

Exhibit IV-20
TIS Perdformance Metrics
2005 to 2007 (through First Half of 2007 Only)

Service Desk

Metric Target 3Q05 4Q05 1Q06 2Q06 4Q06 1Q07 20Q07
Frese Call Resolution Rate 60.00°% 60.2% 60.7% STy T3.0% 73.5% 76.0
Telephone Answer Rate 70.00%% 82.5"% 77.6M () (a) 82.9% 37.0% 89.0%
Telephone Abandon Rate 5.00%% 2.8% 4.8%% (a2} (a} 4.1%% 3.0 5.0%

(a) Upgraded the phone system and the switch reporting not avatlable

ITS Infrastructure Availability

Metric Tasget 1Q05 2Q05 3Q05 4Q05 1Q06 2Q06 4Q06 1Q07 2Q07
Avatlability-Enterperse Servers 99.50%% 99.6% AP 005%  T000%  Y9.8% 7 100.0%%  100.0%%  100.0%
Avatdability-Network Connccus iy 99.95% 100.0%a 100.0°  100.0%  100.0° 100.0%  106.0% 1000

Governance & Alignment of Projects

]

Mexric Target | 1Q05 2005 3Q05 _ 4QU5__ 1QU6 _ 2Q06 _ 3QU6__ 4QUs _ 1Q07 __ 2Q07
Govermance of ITS Prajects(a) 95.00"% 5 R0% 30% . 1000  100.0%  100.0% 7 e ERTD

Alignment of ITS Projects (b) H0.00% | 100.0% 100.0%  100.0°  100.0%  100.0%  100.0 100.0°%  100.0
1Q 05/2Q 03: Just implomented 11 Governance tool to support the PMO process; 300 U5: Spent the 3rd quarter completng
the PMO processes and training; 4(Q 06: Several projects need to improve their compliance with the PMO.medodology; 1QQ
07: 3 projects out of 14 did not comply with all PMO methodology, specifically PowerPlant, Flyperion, Daylight Saving
pojects.

302 06/4Q 06 Project list and priorities set by the I3 Steering Commirtee.

# of Work Order (WO) Legacy Requests

Metric Target 1Q05 2Q05 3Q05 4Q05 1Q06 2Q06 3Q06 4Q06 1Q07 2Q07

Legucy Appheation WO Requests Consistent 2126 1970 1967 1814 2 . 2573 2421 2159 1589

Reduction
Teend

Core Business Systems Turn-Around-Time (TAT) for Emergency/Critical Issues and UARs

Metric Targee | 1QD5  2Q05  3Q05  4Q05 106 2Q06 _ 3Q06 _ 4Q06 1Q07  2Q07
TAT-Paooty 1 (Emergency) 93.00% 100.0% W 1000  190.0%
TAT-Pririty 2 (Catical 95.00%% | 1NLO% Toa.00e e 100.0%
TAT-Average 90.00"% i 91.20% 0.6

Highlighted areas indicate not making rarget
Data gepresents all Amcerican Water clients and none is classified as PA-specific.

Source: Information Responses 76 and 560
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As shown by the highlighted items in Ex#zbir I17-20, many of these metrics have experienced time
periods of poor performance. Those items where problems continue to occur in recent months include
governance of ITS projects (% of ITS capital projects that follow the PMO methodology) and TAT

average (average TAT for completing a user access request).

Additionally, approximately three years ago, ITS began formally doing KPIs for ITS managers, which
are supposed to support business process improvements. (See Exhibit IV-6 and Exhibit 1V-9 for
examples.} These examples show that director KPIs are not aligned with the formal ITS metrics shown
in Extibit I17-20. We also noted that performance targets for the Client Services & Support
organization include items focused on quality, budget varance, and two TAT metrics that are not

included in Exhibit IV-20.

The ITS organization has a limited number of performance targets that have not recently been
examined for relevance to what is expected of a well-managed IS organization, and may have been the
same for the last three years, from 2005 to 2007. These targets are also often not aligned with the KPlIs
of the various directors. Unlike many technology organizations, I'TS has not focused on developing a
group of metrics (or scorecard) that concentrates on the appropriate issues and then keeping ITS

management’s attention on achieving these targets.

Finding IV-10 Although I'TS backup/restoration and security/protection plans and
activities are generally reasonable, its disaster recovery plan is inadequate
and approprinte testing activities are not being performed, despite its
recent Chapter 101 sell-certification reports that PAWC has met all
required elements.

Each year since 2005, PAWC has been required to provide self-certification forms to the Pennsylvania
Public Utility Commission (PaPUC) regarding its emergency preparedness, as required by

52 Pa. Code §§ 101.1-101.7. Subsequently, concurrent with its PaPUC annual report filing, PAWC
submits its self-certification filing, in which PAWC must indicate that the requirements were met for the
entire prior year {e.g., submitted in early 20006, for 2005). The regulation requires a jurisdictional uglity
to develop and maintain written physical and cyber-security, emergency-response, and business-
continuity plans, which include: '

1. A physical security plan must, at 2 minimum, include specific features of a mission-critical
equipment or facility-protection program and company procedures to follow based upon
changing threat conditions or situations.

2. A cyber-security plan must, at a minimum, include:
a. Critical functions requiring automated processing - |

b. Appropriate backup for application software and data; appropriate backup may include
having a separate, distinct storage media for data or a different physical location for
application software
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c.  Alternative methods for meeting critical functional responsibilities in the absence of
information technology capabilities

d. A recognition of the critical time period for each information system before the uulity could

no longer continue to operate

3. A business-continuity plan must, at a minimum, include:
a. Guidance on the system restoration for emergencies, disasters, and mobilizaton

b. Establishment of a comprehensive process that addresses business recovery, business

resumption, and contingency planning
4. An emergency-response plan must, at a minimum, include:
a. Identification and assessment of the pfoblern
b. Mitigation of the problem in a coordinated, timely, and effective manner
c.  Notification of the appropriate emergency services and emergency-preparedness support

agencies and organizations :

(Refer to Chapter V' — Water Qperations for discussion of PAWC’s physical-security plan, business-
continuity plan, and emergency-response plan.)

For 2005, PAWC submitted self-certification forms indicating that it essentially met all such
requirements, with some emergency-response plans to be reviewed and updated, as appropriate, in eatly
2006. Then, for 2006 and 2007, PAWC submitted self-certification reports indicating that it met all such
requirements. However, as discussed below, disaster recovery plans are inadequate and testing activities
are not being performed.

The following applications and data are replicated between the IBM 890 servers in the Hershey data
center and the IBM 830 servers in the Haddon Heights data center:

¢ JDE, including all JDE application modules and data

#  E-CIS/Orcom, including all application and individual srates’ data

However, this replication does not represent an adequate disaster recovery solution. If a disaster occurs,
American Water has essentally a “spare” application set and respective data, but is not in a state to
recover within the 12 hours included in its plan, as follows:

¢ The IBM 890 integrated file system (IFS) share daily electronic funds transfer (EFT) data,
which allows for customer billing and collections, was not being replicated between Hershey
and Haddon Heights.

#  The client configurations for JDE and E-CIS (as well as Hyperion) were only configured to
access Hershey. Individual configuration changes for each client are required to point to
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Haddon Heights in the event of a disaster, which would inhibit client processing until such

configuration changes are made.

¢ In addition, restoration from tape has not taken place in production, but only in a development

or test environment.

Additionally, American Water has not mimicked, or replicated applications in Haddon Heights or any
other location, for the following key applicatons:

Service First (mobile work management system) for customer work order dispatch to the field
Hyperion System 9 (financial reporting)
PowerPlan Suite, including PowerPlant (capital asset management } and PowerTax

& $ &

Sabrix (sales and use tax)

Although American Water backs up the data each day for these applications, should there be a disaster
in Hershey, Haddon Heights is not prepared to support these applications

Furthermore, the disaster recovery plan in place is insufficient and has never been tested, which was
supported by our requests for a description of disaster-recovery tests performed by the I'TS organization
in recent years and for copies of any resultant documentation from the last test performed. No such
evidence of tests actually being adequately performed could be provided.

Schumaker & Company also noted that the the two-mile separation in Pennsylvania from the Hershey
data center to the backup site for client/server data is substantially less than the 10-mile minimum often
considered a best practice for minimizing the likelihood both facilives would be impacted by the same

event.

Finding 1V-11 The IT secucity function is not part of the ITS organization, which is
atypical of industry practices,

‘The ITS organization does not have responsibility for the information systems’ security function. That
function is handled by a five-person IT-security staff reporting to the Director of Information Security.
This director in turn reports to the Director of Operational Risk Management, as discussed in the Risé
Managemen! section of this chapter. Typically, technology organizations include the information systems’
security function (not part of an operations function but reporting to the CIO), which allows
appropriate coordination between the security and operations functions. In addition, the recent CSC
study of the ITS organization indicates that the current split has not been working effectively.

Finding IV-12 The data centers space has recently been expanded in lasge part as a result
of American Water not effectively performing a consolidation of its servers.

Capacity planning is not performed by the ITS Infrastructure & Operations group on an ongoing basis.
Instead, annual capacity planning is performed by reviewing trends in data growth, including individual

0 Schumaker & Company 8/7/2008



MAS REPORT 2 - VOL |1
CAUSE NO. 43680
Page 179 of 306

127

groups that are responsible for data. Each year, coinciding with the budgeting cycle, the ITS
organization performs capacity planning based on historical growth and the impact of projects in the
portfolio. Based on that assessment, the organization identifies upgrades and expansions that are
needed to meet required capacity and performance. It then collaborates with the ANWWSC Business
Development Committee to perform capacity and integration planning.

A Hershey data center expansion project was being completed in late 2007 in response to these
capacity-planning efforts. This project included six components, including street power, power switch
room, UPS, heating/venting/air conditioning (HVAC) units, fire protection, and refitting of space to
house new computer and direct access storage device (DASD) systems. The costs associated with the
expansion project were approximately $942,500. To the extent that these costs are not merely upgrades,
but truly expansion for computer/DASD systems, these costs should be considered lost savings.
American Water management believes that refitting of the existing data center space to house
equipment s an opportunity to prepare for the future growth plans and to facilitate any migration from
legacy systems/platforms. However, expanding a data center in today’s environment is contrary to what
most I'T organizadons experience. Most, in fact, have extra space, often due to aggressive server
consolidation programs. To date, the ITS Infrastructure & Operations group has not formally
undertaken such a program.

At the same time, other considerations, such as more aggressively archiving data rather than keeping all
data online (also mentioned in the recent CSC study), should be factored into the analysis.

Recommendations

Recommendation V-1 Expedite efforts to develop a long-range IT plan, and subsequently
pecform yearly review and update activities, (Refer to Finding IV-1
and Finding IV-2.)

The ITS organization has been without a long-range 1T since RWE acquired American Water in 2003
and the ITS organization began its ERP initatve (since cancelled). The organization must expedite
efforts to have such a plan developed in 2008. Then, each subsequent year, I'TS and BUs should review
{and potentially update) the IT plan together to ensure that it meets not just ITS” needs, but also those
of the BUs that it serves. .
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Recommendation V-2 Uipdate I'TS documentation as part of an ongoing program 0

include all aspects of 2 well-managed technology organization,
including {but not imited to) operational, governance, and project
management/QA functions, (Refer to Finding I'V-2 and

Finding IV-3.)

Much of the documentation developed by ITS to date has been focused on achieving SOX compliance.
This limited view i1s not appropriate. The I'TS organization needs to identify all required processes
within it, including (but not limited to) operational, governance, and project management/QA
functions. Then, it should establish a program for routinely reviewing and updating these processes and
for developing (or updating) the process documentation as well as standards for associated procedures
and practices. All documentation should be reviewed at least annually.

As part of these efforts, the I'TS organization should make sure that checklists and templates are
included in such documentation.

Recommendaton IV-3 Address organizational issues involving vacancy of director
positions, the appropriateness of staffing size of the various I'TS
groups, and the reporting location of the information systems’
security function within American Water's organization structure.
(Refer to Finding IV-2 and Finding [V-11.)

At least three different types of ITS organizational issues were identified by Schumaker & Company in
performing this audit. They include:

¢  The ITS organization must move quickly to fill the Director PMO and Ditector Global Strategy
& Archirecture positions. These groups cannot operate effectively without leadership to guide
employees.

¢ A detailed analysis of the appropriate staffing size of the various I'TS groups should be
performed and reflected in ITS plans and budgets.

¢  The information systems’ security function should be removed from the Operational Risk
Management organization and moved into the I'TS organization, although it should not be part
of the Infrastructure & Operations organization.

The ITS organization must address each of these issues in the short-term so it can proceed with its plans
as necessary.
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Recommendation IV-4 Expand American Watet’s commitment to project-management
principles by requiring all TS employees who are actively involved
in project work o achicve PMP certification and by closely
monitoring related activities (o ensure that tdmely progress is made.
{Refer to Finding IV-4.)

For an otganization with the size and complexity of American Water’s ITS organization, few employees
have project-management certifications. Certification not only helps to ensure that individuals have
been trained in appropriate project-management practices, tools, and techniques, but it also helps to
place appropriate emphasis by American Water management on the importance of best practices with
regard o project management. Emphasis on project-management certification helps to ensure
standardization of project-management implementation efforts. It also helps in determining which
employees are truly interested in furthering their positions within the ITS organization by obtaining their
PMP certification. Inclusion of project-management certification goals should be incorporated into the
performance plans of appropriate employees. Those employees who are required to achieve PMP
certification should include PMO staff, QA staff, and other ITS employees who are actively involved in
project work, even if they do not hold project manager/QA titles. That is because they too need to
understand project-management philosophies, concepts, techniques, and tools.

In addition to PMP certification, as part of its program to foster project-management principles,
American Water should also ensure that skill-based mentoting and exposure to a variety of on-the-job
development experiences is included in this program.

Recommendation 1V-3 Enhance the American Water network to enable clectronic
deplovment of software updaies to PAWC employees, {Refer 1o
Finding IV-5.)

Given that the CS&S group has the technology in place to electronically deploy software upgrades, this
group should work closely with the Infrastructure & Operations group to develbp the necessary steps to
make deployment feasible. It should then implement these steps as quickly as possible. Every AWWSC
manual deployment of sofrware costs PAWC approximately $100,000 more than doing deployments
electronically. Achievable cost savings could approximate $100,000 to $200,000 in annual savings,
depending on the number of times deployment occurs each year. If done annually, it could approximate
$100,000; if done semi-annually, it could approximate $200,000; or if done quarterly, it could
approximate $400,000.

Recommendation IV-6 Improve training and development efforts for I'TS employees.
{Refer to Finding IV-6)

The 1TS organizations should implement a skills inventory database for ITS employees that tracks

professional development activities undertaken by ITS employees and associated management and
technical skills held by these employees. This information could then be used by ITS management to,
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identify training and development activities necessary to improve the skills of ITS employees. The ITS
management must ensure that all ITS employees have a development plan that incorporates professional
development objectives.

Recommendation [V.7 Develop a plan to regularly conduct TTS client-satisfaction surveys
and implement the first survey in a tmely manner, (Refer to
Finding IV-7)

The use of regularly conducted client-satistaction surveys can provide a technology organization with
insightful information about the services it provides and how client groups perceive the organization.
The use of such surveys is particularly helpful when looking at trends over time to determine whether

service is improving or not.

It is the perfect time for the I'TS organization to develop a plan to conduct client-satisfaction sugveys.
That is because a new CIO began work in the beginning of 2008. The use of such surveys would give
the CIO a baseline from which to show progress as the CIO makes changes. The first survey should be
done in a timely manner. Subsequent surveys should be routinely conducted. Many technology
organizations conduct such sutveys every one to two years.

Recommendation I¥-8 Establish I'TS service-level agreements with major client groups.
{Refer to Finding IV-8.)

To truly become “a valued business partner,” the ITS organization must increase its client focus by
interacting more frequently and effectively with its client groups. One of the ways the ITS organization
can begin 1s by establishing service-level agreements with each of its major client groups, both
funcuonally oriented groups and state entities. However, these agreements must not be developed and
solely placed on a back shelf without further consideration. A mechanism must be developed that
requires the I'TS organization to at least quarterly (if not monthly) provide feedback to the client groups
as to how the ITS organization is doing against the expectations included in the SLAs.

Recommendation 1V-9 Implement a relevant TS scorecard. (Refer to Finding 1V-9.)

The existing ITS performance targets are outdated and do not reflect an organized approach to
effectively improving the ITS organization’s performance. ITS management, in conjunction with BUs,
should determine what key mettics are relevant and should then identify the particular targets against
which results are measured. The KPIs for directors, as well as any success measures for individual ITS
employees, should be aligned so that they support the key ITS performance targets included in an ITS
scorecard. Similarly, these key I'TS performance targets should support the IT strategic plan (described
eatlier in Recommendation I1-1).

Routinely (preferably monthly), scorecard results against targets, with explanations when targets are not
achieved, should be published to all ITS employees and major business partners. In the future, when a
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rarget is not achieved, a formal action plan should be developed and a responsible person assigned to
improve results and subsequently achieve the target.

Recommendation I'V-10 Update the TS disaster recovery plan and begin routinely

reviewing and testing disaster-recovery plans and documenting
results, {(Refer 1o Finding TV-10.)

The ITS organization should update its disaster recovery plan to address the shortcomings previously
discussed. Among the actions that should be taken are:

# DBegin replicating IFS between Hershey and Haddon Heights.

¢ I'ransition the tape management processes to a third-party for seven day a week collection at all
sites and transfer to off-site storage and maintenance (at least 10 miles away) by the third party.

¢  Address the client configuration challenges for all American Water applications to be able to
point to Haddon Heights instead of Hershey in the event that the need arises

%  Establish recovery time objectives and recovery point objectives with line of business owners
for all critical applications

¢  Adequately address all elements of the disaster recovery plan document and update it.

¢ Develop a plan (and routinely review it) to immediately do full disaster recovery testing for JDE
and E-CIS applications.

% Develop a plan (and routinely review it) to put in place a disaster recovery solution (including
replicated applications and data for the other business critical applications listed below:

- Service First

- Hyperion System 9
- PowerPlan Suite

- Sabrix

Furthermore, as the ITS organization has not reviewed and tested its plans and documented results,
disaster recovery test activities should be routinely performed. The way a technology organization
learns to quickly and efficiently restore its underlying technology, systems, and applications is by
performing routine tests to bring up all core applications. As change occurs frequently within a
technology environment, most well-run I'TS organizations review checklists and perform walk throughs
throughout each year. They also should replicate, at least annually, the situation where all core
applications are operated from an alternative site than they normally are. Key representatives from
major customer groups should be involved in approving that these applications are working as expected.
The documentation of test results is important for the I'TS organization to improve results the next time
a test is attempted.

Besides improving its testing activities and documenting testing results, the I'T'S organization must
regularly review its disaster-recovery plan and update it, as appropriate.
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The disaster-recovery actions should be in alignment with American Water’s business-continuity-plan
(BCP) acuvities. (Sce Chapter V' — Water Operations for a discussion of PAWC’s BCP activities.)

Recommendaton IV-11 Perform a server consolidation smdy and implement study
recommendations, {Refer 1o Finding IV-12))

Many ITS organizations have performed server-consolidation studies. That 1s because server
consolidation is an approach to the efficient usage of computer-server resources so as to reduce the total
number of servers an organization requires. Use of server consolidation typically occurs in response to
server sprawl, a situation in which multiple under-utilized servers take up more space and consume
more resources than can be justified by their workload. Therefore, many organizations are increasingly
turning to server consolidation as a means of cutting unnecessary costs and of maximizing return on
investment (ROI) in a data center. Of 518 respondents in a Gartner Group research study, 6% had
conducted a server-consolidation project, 61% were currently conducting one, and 28% were planning
to do so in the immediate future.

Although consolidation can substantially increase the efficient use of server resources, it may also result
in complex configurations of data, applications, and servers that can be confusing for the average user to
contend with. To alleviate this problem, server virtualization may be used to mask the details of server
resources from users while optimizing resource sharing. Another approach to server consolidation is
the use of blade servers to maximize the efficient use of space.

Given its recent increase in data-center space and the direction that many technology organizations are
going to address server sprawl, the AWWSC ITS organization should undertake a server-consolidation
study that factors in increased archiving of data. Based on the results, the 1TS organization should
implement any study recommendations in a timely manner. Ultimately it is not simply less space that
could result in cost savings to American Water, but more significantly it is the use of fewer servers with
increased archiving of data, plus associated support costs, that would provide the vast amount of
potential savings. Based on a combination of these changes, the potential cost savings and/or cost
avoidance to American Water could be approximately $1 million to $1.2 million annually. Based on
PAWC receiving approximately 22.3%, PAWC’s range would be approximately $223,000 to $267,600 in
annual cost savings and/or cost avoidance.
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B. Transportation and Fleet Management

This chapter provides a discussion of transportation and fleet management services provided by either
American Water Works Service Company (AWWSC) or Pennsylvania-American Water Company
(PAWC) in relaton to the maintenance and operation of the vehicular fleet that is operated by PAWC.

Background & Perspective

Organization & Staffing

The majority of the fleet management function for both PAWC and all of the other American Warer
state-operating companies is provided by an external contractor, Automotive Resources International
(ARD), which is headquartered in Mount Laurel, NJ. As such, the internal organization for fleet
management at PAWC and AWWSC is very small, with only two full-time fleet management personnel
at AWWSC and one AWWSC Southeast Region employee who handle the fleet management function
on a part-time basis.

The Fleet Manager at AWWSC reports to the Director of Supply Chain for AWWSC. The AWWSC
Fleet Manager is located in Voorhees, NJ. He is responsible for fleet management policies, procedures,
procurement, vendor selection, and approval of large maintenance expenses. The AWWSC Fleet
Manager’s primary responsibility is to ensure operating company compliance with the Amerncan Water
Fleet Governance Document and with other relevant American Water policies and procedures for fleet
management. These documents specify the guiding fleet maintenance standards such as how often to
replace, maintenance, etc., company vehicles. The Fleet Governance Document is composed of several
documents, including the following:

@ Vebule Urifization Policy — governs the administration of the American Water vehicle-use plan

& _American Water I'leet Program/ Program Governance — primarily guides the interaction with the
contracted fleet management company, ARI, including vehicle acquisition and maintenance
guidelines

@ Bridgestone/ Firestone Instructions — sets forth the procedures for purchasing tires from the preferred
tire vendor

& Vehicle Replacement Polisy — intended to insure the vehicles that are operated are safe and reliable,
while also attempting to optimize residual values, minimize maintenance costs, and minimize
year-to-year fleet lease expense increases

PAWC also has two mechanics that are used to provide vehicle maintenance in the Pittsburgh District.
These two mechanics at the Bethel Distribudon Center (Bethel) perform preventive maintenance (PM)
and minor repairs on the Distribution fleet of vehicles only. They do not provide service to any of the
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automobiles that are out of Bethel. All of the other automobiles and light trucks at Bethel are serviced
by external contractors. PAWC maintains a two-bay garage facility at Bethel. The reason given for
retaining these two mechanics is that this is the way this service center has operated for years. Itis the
belief that it is better to perform the maintenance and repair work on an internal basis in this situation.
“That mindset stems from the specialized nature of the vehicles and the tmeliness with which the work
can be completed.

One mechanic is on the day shift and primarily focuses on PM, minor repairs, and state inspections.
The other mechanic works the evening shift. He performs PM and is also responsible for fueling the
vehicles each evening. The PM functions include oil changes, brakes, tires, state inspections, and minor
repairs. Heavy repairs, such as collision damage or transmission repair, are done externally. The
information collected related to the maintenance work performed at Bethel is transmitted to ARI for
inclusion in their database and maintenance-exception reports. ' '

The American Water Southeast Region (SER) Fleet Manager 1s Jocated in Hershey, PA. He acts as the
Fleet Manager for PAWC. This position is a part-time role that has been the responsibility of the
AWWSC Southeast Region Manager of Operational Excellence since January 2006. Prior to 2006, a
Manager of Fleet and Materials was responsible for these duties, but the position was eliminated when
the designated employee was moved to another position. The current American Water SER Fleet
Manager estimates that he spends abour 50% of his tme on fleet-management-related activities. While
he does have some fleet-related responsibilities for other Southeast Region operating companies, these
duties are very minor and require little time to be devoted to them. Therefore, the SER Fleet Manager
devotes the large majority of his fleet-related time to PAWC. The American Water SER Fleet Manager
receives transportauon/fleet management assistance from three individuals: 2a PAWC network
supervisor in the Pittsburgh District and the previously identified two full-time fleet management
personnel within AWWSC.

‘The assigned responsibilities of the American Water SER Fleet Manager include the following:

& Ordering replacement vebicles for PAWC — The American Water SER Fleet Manager follows the
American Water standard Vehicle Replacement Policy as the basis for making replacement
decisions. Data from the vehicle statistics database, which is maintained by ARI, are used in
this decision-making. The American Water SER Fleet Manager tries to replace 15% to 20% of
the vehicle flect each year in accordance with the American Water policy guidelines. He

focuses on replacing vehicles that are older (generally five years and up) and that have
historically had high maintenance costs. In addition to operating considerations, the
replacement policy attempts to optimize residual values, minimize maintenance costs, and
minimize actual year-to-year fleet-lease expense increases.

i
i
H
{
!

Exhibit IV"-27 presents the American Water Vehicle Replacement Criteria as contained in the
American Water Fleet Program Governance document. It should be noted that these criteria
are 1o be applied with the use of judgment, so replacement cycle times could be longer or
shorter based on the condition and amount of usage of the individual vehicle.
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Exhibit IV-21
American Water Vehicle Replacement Criteria
as of January 24, 2006

Age Miles (Hours)
Class Mileage Hours (Months) /Year
Passenger Car 60,000 48 15,000
Sport Utility Vehicle 75,000 48 18,750
Mini/Compact Van 75,000 48 18,750
Full Size Van 75,000 48 18,750
Light Duty Truck (Pick Up) 75,000 60 15,000
Light Duty Utility Truck 75,000 60 15,000
Medium Duty Truck 84,000 96 10,500
Heavy Duty Truck 96,000 96 12,000
Light Duty Backhoe 2,500 60 500
Medium Duty Backhoe 2,500 60 500
Heavy Duty Baclkhoe 2,500 60 500
Forklift 120
Skid Steer Loader 60
Trailers 120
Excavator ‘ ) 96

Source: Information Response 84

Orders for new large vehicles theavy trucks) are targeted to be entered into the ARI system by
March/April of each year for delivery by year-end. That way, delivery of the vehicles and
recognition of associated lease expenses in the proper budget year is ensured. Cars and light
trucks are normally ordered primarily in July/August to ensure delivery by year end. All of the
vehicles in PAWC are leased with the exception of some that were acquired in corporate
acquisitions and are owned outright. The leasing is currently done exclusively through ART with
some older leases remaining from General Electric (GE} for the period previous to ARI wking
over the fleet management responsibilitics in 2003. At the end of the lease, the American Water
SER Fleet Manager completes a Vehicle Termination Notice form. GE or ARI would normally
handle the disposal of vehicles through an auction process, with the proceeds being returned to
PAWC (minus 2 transaction fee). An alternative means of disposal that is used on occasion is
that PAWC’s truck-maintenance and up-fitting firm, the New Harrisburg Truck Body Company,-
can fill out a Customer Offer Sheet and place a bid on a specific large truck. The American
Water SER Fleet Manager makes a decision after checking this offer against published Blue
Book prices to see if it is reasonable and acceptable.

Aunthorizing additional new vebicle acquisitions — A request for an additional (as opposed 1o a
replacement) vehicle is generated in the field and submitted to the PAWC Network Operations
Manager for approval. This request and approval process is done primarily through the use of
e-mail, rather than a formal document. After approval, the American Water SER Fleet
Manager receives an e-mail from the PAWC Network Operations Manager. The American
Water SER Fleet Manager then works with the local supefvisor who originated the request to
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develop = specificaton for the requested vehicle according to the specific needs of the
requestor.

The AWWSC Fleet Manager is not involved in fleet-sizing decisions for the state-operating
companies. Neither does he approve any increases that are made in the state-operating
companies’ fleet sizes. Such approval 1s strictly 2 locally made decision. The general rule of

thumb is that employees who drive more than 14,000 business miles in a year will be eligible to
receive a vehicle. Fowever, this policy is not stricdy enforced and there is no validation of the
actual annual mileage for employees.

Fleet requirements at the American Water state-operating companies are directly influenced by
the number of employees and the work they perform. Additional employees, or a permanent
staff reduction, can result in increases or decreases in the number of vehicles in the fleet.

@ Budpeting— The American Water SER Fleet Manager annually develops a five-year plan for the
fleet management function, with a significant level of detail provided for the first year only.
There are four major components of the fleet budget, those being:

- Vehide leasing expense

- Fuel costs, which are extrapolated from historical usage and a conservatve prediction of
future fuel prices

~  Maintenance and licensing costs, which are estimated through the use of historical data that
is extrapolated based primarily on the size of the fleet

-  Capitalization of a portion of fleet expenses, which results in a credit to O&M expenses

4 Acident reporting — ARI sends the American Water SER Fleet Manager an accident report and he
is responsible for making sure that the proper people are informed of the incident. ARI
handles insurance claims as well as the associated investigations. American Water has a very
high deductible with its insurance carrier. If an accident is the fault of PAWC, the funds to pay
for repatr of a PAWC vehicle come out of the fleet maintenance budget. If the damage is to i
another vehicle, the claim is paid out of liability insurance. The PAWC Risk Management ‘
Group in Hershey handles driver training and safety.

% Review of monthly ARI bills — The American Water SER Fleet Manager reviews the monthly bills
from ARI to identify any errors that may be included. Itis, however, the final responsibility of
the AWWSC Fleet Manager to approve the invoices for payment. The American Water SER
Fleet Manager is also responsible for monitoring those GE-leased vehicles that are being
removed from the fleet to ensure that they are disposed of in a timely manner. Performance of
this duty ensures that ARI is informed of such vehicles’ status and stops billing the monthly
service charge to PAWC. As of the end of 2007, the PAWC fleet no longer had any GE-leased
cars and had only about 50 to 60 GE-leased large trucks that are on eight-year leases.
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There is an existing American Water Fleet Policy Team, which is composed of the AWWSC Fleet
Manager and other relevant AWWSC employees. This group is essentially an ad hoc team whose
purpose is to make sure the fleet management policies applied at each of the American Water operating
companics are consistent across all of the companies. This effort has been in progress since late 2006.
There is no established timeframe for completon of the work.

The Flect Policy Team consists of the following individuals:

Director of Human Resources Systems and Processes
A member of the Taxation group
AWWSC Fleet Manager

A member of the Payroll group
Manager, Employee Services

I\/Ianager, Internal Audit

Manager, Internal Audit

‘Director, Employee & Labor Relauons
Director, Business Performance
Director, Network

Manager, Business Performance

R B2 B R TR R

Superintendent, Operations
Documentation produced as of September 2007 includes:

Draft Revised Vehicle Utilization and Mileage Reimbursement Policy
Draft Vehicle Uulization Practice
Draft Company Vehicle Assignment Application

® B @ ¢

Draft revised vehicle-mileage log and transportation personal-use form

The American Water Fleet Management Program Governance document was updated in August 2007
by the AWWSC Fleet Manager and the various regional fleet managers. As of December 2007, there
was an ongoing project that targeted updating of the Vehicle Udlization Policy. The focus of this
project is on improving the reporting of the personal use of company vehicles. T'o better track this
informauon, ARI is developing a database of information based on the 525 form, which is used for
reporting personal use of vehicles by employees. The overall intention is to strengthen the existing
policy.

Fleet Operating Performance Statistics and Trends

Exhibit IV-22 contains standard fleet operating performance statistics for PAWC for the period of 2005
through 2007.
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Exhibit TV-22
PAWC Annual Fleet Operating Performance Statistics
2005 to 2007
| 2005 2006 2007
Employees per Vehicle 14 14 14
Average PM Costs per Vehicle §75 $100 $105
Average Repair Costs per Vehicle $1,198 $1,026 $1.097
Average Total Operating Costs per Vehicle $8,422 $8,829 §$8,911
Average Total Fuel Costs per Vehicle $2,548 $2,723 $2.977

Source: Information Response 814

ARI replaced GE Fleet Services as PAWC’s fleet management company in mid-2003. Therefore,
detailed data and/or reports from GE Fleet Services are not available to enable PAWC to develop fleet
performance statistics for the years prior to 2005. Review and trend analysis of the data contained in
Exhibit IV-22 shows some line items that increase and some that decrease. Overall the trends appear to
be reasonable when considered in light of inflationary times and the rising fuels costs of the reference
period.

ARI

ARI handles the majority of the flcet management responsibilites for American Water and PAWC.
ART has been the American Water-contracted fleet management firm since 2003. GE was the previous
provider of fleet management services for PAWC, but ART became American Water’s company-wide
fleet management contractor. ’

This vehicle leasing/fleet management contract was last bid in 2003. After a formal evaluation of the
four bids that were received, ARI was selected as the preferred provider. The vehicle leasing/ fleet
management contract is scheduled to be rebid in 2008. 1t was stated that pricing will not be a major
consideration; rather, performance will be the primary differentiating factor. ARI is responsible for
establishing the contracts with services providers. All vehicles are leased from ARI, which acquires
them based on the national purchase contracts with manufactures that are set up by the AWWSC

Supply Chain group.

ARI is headquartered in Mount Laurel, N, which is near to Voothees, NJ, the headquarters of
American Water. ARI maintains a call center in Mount Laurel that is staffed by experienced mechanics.
When a vehicle is taken to an ARI-approved repair shop, in accordance with the American Water Fleet
Management Policy, the repair shop must call ARJ for approval to make the repair. ARI can approve
repairs that are less than $1,000. If the repair is estimated to be between $1,000 and $5,000, ART will
call the American Water SER Fleet Manager for his approval. Such approval is based on the current
status (age) of the vehicle and its tepair history. The American Water SER Fleet Manager receives
advice on these decisions from the call center mechanics at ARI. For repairs that are estimated as being

over $5,000, ARI will call the AWWSC Fleet Manager for approval.
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Iin accordance with the Lease, Purchase/Disposal, and Fleet Management Services Agreement berween
ARI and AWWSC, ARI is paid a monthly fee that is calculated based on each service performed on a
per-vehicle basis. Per the contract, the fleet management/service program fees that are 1o be charged by
ARI to any American Water state-operating company that is using its services include the following:

¢ Maintenance Managemenf Program Fee: $4.25 per vehicle per month for passenger cars and trucks
up to and including 15,000 pounds gross vehicle weight (GVW) without exterior up-fitting; or
$8.25 per vehicle per month for trucks over 15,000 pounds GVW and other equipment

% Licensing Management Program Fee: $2.75 per vehicle per month

& Title Maintenance Program Fee: $0.50 per vehicle per month

¢ 24-Hour Roadside Assistance Program Fee: $20.00 per occurrence

% Fleet Insurance Management Program — Accident Reporting/Claims Analysis/Appraisals and Repairs
Fee: $1.15 per vehicle per month; Subrogation Recovery Program Fee: 20% of recovery

The above listed fees are in addition to the actual costs incurred in the provision of the various
programs. For example, vehicle-maintenance service charges would be passed on by ARI to PAWC
based on the actual invoice from the automotive-repair service performing the work.

Fleet Composition and Annual Expenditures

Exhibit I17-23 which follows presents vehicle size by class for EOY 2003 through 2007. This data was
provided by ARI and represents a “snapshot” of the vehicles having an active status at year-end.

Exhibit IV-23
PAWC EOY Vehicle Fleet Composition
and Trends by Vehicle Class
2003 1o 2607

: Percentage Change
2003 2004 2005 2006 2007  from 2003 1o 2007

Automobiles 71 61 61 59 68 -4.2%
Pickup Trucks 240 198 221 253 294 22.5%
Sport Utility Vehicles 20 20 37 39 31 55.0%
Dump Trucks 45 46 55 49 46 2.2%
Maint./Utility Trucks 148 145, 157 147 146 ’ -1.4%
Passenger Vans 9 9 8 7 7 -22.2%
Work Vans 178 140 142 139 130 -27.0%
Total 711 619 681 693 722 1.5%

Source: Informanion Responsc 808

PAWC stated that it believes the total number of vehicles, in all years except 2004, is overstated due to
an accounting lag in getting vehicles that have been physically retired and removed from ARI’s database
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after replacement vehicles have been delivered. Part of the reason given for this is that replacement
vehicles are ordered with a delivery target of November/December. Therefore, if ARI is not notified in
a timely manner that a replacement vehicle has arrived, or if the replacement vehicle is delivered close to
year-end, both the replacement vehicle and the old vehicle could theoretically by listed as active in the

ARI database.

In support of this contention of a lower vehicle count, PAWC provided the data included in
Exhibit I'V-24. This data presents the number of vehicles for which it claimed, or anticipated to claim,
leased vehicle expense in rate filings for the years 2003 through 2007.

Exhibit IV-24
PAWC Revised EQY Vehicle Count
20603 to 2007

Percentage Change
Historic/Future Test Year | 2003 2004 2605 2006 2007 from 2003 - 2007
Total Vehicles | 673 610 612 647 665 -1.2%

Source: Information Response 808

PAWC explains that the reduction in total vehicles from 2003 1o 2004 and 2005 is reflective of the
staffing reductions that occurred as a result of the Thames Water reorganization initiative, as well as the
transfer of PAWC employees to the Southeast Region Service Company. The increase in total vehicles
from 2005 to 2006 and 2007 reflects staff additons, as well as the transfer of employees from the
Southeast Region Service Company back to PAWC as American Water returned to state-focused
operating companies.

Exchibit IV-25 presents data on the average number of miles driven per month per vehicle by class of
vehicle. The data used in the calculation represent actual data for the life of each respective vehicle.

Exhibit IV-25
PAWC Fleet Utilization Statistics
as of August 31, 2007

Source: lnformation Response 87

0 Schumaker & Company

Average
Vehicle Class | Miles/Month
Cars 938
Pickup trucks 1,086
Vans 988
SUVs 1,123
Utility trucks 717
Dump trucks 750
Other, special 442

8/7/2008



MAS REPORT 2 - VOL I
CAUSE NO. 43680
Page 193 of 306

141

Exchibit IV-26 presents an analysis of the annual expenses incurred by PAWC for fleet operations and

maintenance versus the amount that was budgeted for cach year.

Exhbibit IV-26

Operations and Maintenance Budget Versus Actuals
2002 to 2007 :
| 2002 2003 2004 2005 2006 2007
Capitalized ($1,227,390) ($1,229,681) ($1,418,075) ($1,106,780) ($1,382,431) ($1,718,252)
Lease Expense 4,952,250 $3,796,208 $4,179,386  §3,473,628 $4,071,094  $4,276,078
Fuel Expense 981,417 $1,163704 §$1490,660 $1,768,100 $2,028,099 $2,310,586
Maintenance and Registration 1,108,418 $1,430,786 $1,231,181  $1,019.214 $995,844  $1,057,156
Actual expenditures $5,814,695 $5,161,017 $5483,152 $5,154,162 $5,712,606 $5,925,568
Budgeted expenditures 4,469,837  5261,529 5235820 4,628,049 4,586,079 6,044,968
Variance 1,344,858 (100,512) 247332 526,113 1,126,527 (119,400)

Source: Information Responses 85 and 811

During this period of time (2002 to 2007}, PAWC made no capital expenditures related to the
transportation/fleet function.

In response o an information request for an explanation of the reason that the budget numbers were
significantly exceeded in 2002, 2004, 2005, and 2006, PAWC provided the following explanations:

¢  Capitalized transportation credits have a direct relationship to capitalized payroll. More or less
than the budgeted capitalized payroll produces more or less than budgeted capitalized
transportation credits.

%  The vehicle lease cost component is influenced by the sale of vehicles that are coming oft of
lease, which are credited back to the vehicle lease expense account. 1If sales are delayed or
otherwise do not occur as planned, credits are not recognized as were budgeted. Also, delays in
the arrival of replacement vehicles are the direct cause of delays in disposing of old vehicles.

#  Unstable and rapidly increasing fuel costs also contributed significantly to overages in the 2004
to 2006 timeframe. While the actual total transportation expenses for 2007 were under budget,
fuel costs were again significantly above the budgeted figure.

ARI fees are included in the contract on a monthly per-vehicle basis (i.e., a set amount for handling
maintenance for that vehicle for the month). The American Water SER Fleet Manager gets a monthly
bill from ARI that is detailed on a per-vehicle basis. The SER Fleet Manager reviews and approves
these bills on a monthly basis, but they are paid by American Water in Voorhees. The charges that are
paid by AWWSC on behalf of PAWC are subsequently charged back to PAWC.

Exhibir 1727 presents data on the amouﬁt of the annual billings from ARI to PAWC for its services
for the period 2003 through 2007.
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Exhibit IV-27
ARI Annual Billings to PAWC

2003 to 2007
| 2003 2004 2005 2006 2007
Lease Expense $95,724 $1,036,152 $2,082,177 $3,454,779 $4,439,703

Miscellaneous Expense* | 545753 2,640,581 2879,208 2932938 3224110

Total $641,477 $3,676,733  $4,961,385 $6,387,717 $7,663,813
* The Miscellaneous Expense category 1s composed of expenses celated to maintenance, fuel, and heensing.

Source: Informanon Responses 363 and 813

ARI did not become PAWC’s leasing company until mid-2003, replacing GE Fleet Services. As such,
the total annual leasing expense to PAWC is a combination of the leasing expenses from GE and ARL
This data is presented in Exbibir 117-28 which follows.

Exhibit IV-28
Total Vehicle Leasing Expense

2003 to 2007
Total % Increase
2003 2004 2005 2006 2007 from 2003 - 2007
GE Lease Costs | $4,677.151  $3.211,687 $2283.635 $1458202  $763,899
ARI Lease Costs 95,724 1,036,152 2,082,177 3,454,779 4,439,703
Total $4,772,875  $4,247,830  $4,365812  $4,912,981  $5,203,602 9.0%

Source: Information Response 814

It should be noted that the above data represents only leasing expenses and does not include any credits
accrued from the sale of used vehicles.

Major Processes and Systems

Vehicle Acquisition

The standardized vehicle replacement schedule, as contained in the American Water Fleet Program
Governance guidelines, drives the vehicle-ordering process. The American Water SER Fleet Manager
electronically creates and transmits in the ARI system the recommended vehicle order to the PAWC
Network Operations Manager tor approval. The actual vehicle ordering is done through ARI’s online
computer system for all vehicles other than large trucks. The PAWC Network Operations Manager’s
electronic approval in the ARJ system triggers the resulting purchase order for ARI to acquire the
vehicle.
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The American Water SER Fleet Manager can access an ordered-vehicle status report, which presents the
delivery-schedule status for each vehicle that is on order. This scheduling information is incorporated
into any decisions as to whether to make major repairs on an existing vehicle. There is an expeditor at
ARI who monitors the status of vehicles that are on order for American Water. The expeditor also
monitors the schedule related to completing the new vehicle up-fitting process.

The ordered vehicles are delivered by the manufacturer through a local dealer. This dealer performs the
dealer preparation work on each vehicle. The up-fitting (addition of necessary truck-mounted
equipment and storage facilities) of large trucks is done by the New Harrisburg Truck Body Company,
under a national contract with Knapheide. Knapheide also up-fits pickup trucks and vans.

There are negotiated standard prices for all vehicles with the respective manufacturers. Contracts are
established with the manufacturers for a contract period of one to two years by the AWWSC Supply
Chain group. As of November 2007, American Water worked with three vehicle manufacturers, those
being:

¢+ International for udlity trucks and dump trucks
@  Daimler Chrysler for light trucks and cars
¢ Toyota for pickup trucks

In September 2007, the AWWSC Fleet Manager developed and sent out a request for pricing for light
trucks and automobiles to the various manufacturers that are capable of providing such vehicles. The
request for quote (RFQ) was sent to the Big 3 U.S. automobile manufacturers (Ford, General Motors,
and Chrysler) as well as Toyota. The selection decision will be made in conjunction with the local fleet
managers, with a decision schedule slated by the end of the 2007 calendar vear. The evaluation and
analysis of the bids will be done by the AWWSC Fleet Manager, in conjunction with memberts of the
AWWSC Supply Chain group. The standardized bid-evaluation criteria and procedures of the Supply
Chain group serve as the basis of this evaluation.

ARI works with American Water representatives at the annual Vehicle Specification Review meeting.
The purpose of the meeting is to analyze vehicle specifications with the intention of standardizing the
American Water-approved vehicle listing to the greatest extent possible. If a request is made for a
vehicle that is different from the standard specification vehicle, the requestor must validate the special
request with a business case.

Vehicle Maintenance and Repair

ARI provides a maintenance packet that is placed in the glove compartment of each new light truck or
automobile. This package includes the PM schedule and maintenance coupons that are to be submitted
. to the maintenance service provider. That information is then sent to ARI for entry into their vehicle-
maintenance database. After the maintenance service is completed, the service provider must furnish
information on the service that was performed on the invoice. This invoice can be transmitted to ARI
either in paper format, online, or, in the case of national accounts (such as those with Goodyear-and
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Firestone), bundled in a bulk monthly billing. Oil changes and general maintenance are to be performed

evei’y 5,000 miles.

ARI provides a Maintenance Exception Report once a month that comes to the American Water SER
Fleet Manager. This report lists the maintenance work that should have been performed during the
month but was not completed. The American Water SER Fleet Manager then sends out copies of this
report to the various responsible supervisors to inform them of the situation and for enforcement of the
maintenance-policy guidelines with their assigned employees. Most of the exceptions ate related to oil
changes that were missed. This list normally contains about 60 vehicles (about 10% of the fleet) in a
typical month. Large vehicles do not have maintenance packets that are issued to them. Therefore, it is
up to the supervisors to ensure that the required maintenance and repairs are performed in accordance
with the American Water Fleet Maintenance policy.

ARI approves the vendors that are to be used for repair and maintenance work and maintains a list
thereof. 1f a regional group has dealt with a local vendor and has had a good experience with that
vendor, they can request that this vendor be added to the approved list. It generally takes ARI only
about a day to certify a new vendor. ARI-certified vendors give a discount on the maintenance and
repairs they perform for American Water companies. Because using the services of ARI-approved
vendors is not compulsory, the AWWSC Fleet Manager estimates that there 1s currently approximately
85% compliance with using ARI-approved vendors for service and repairs performance. Replacement
tires are acquired from Firestone/Bridgestone based on a national contract.

State inspections are the responsibility of the assigned vchicle driver. There are no standardized reports
or data collected on the sratus of state inspections. ARI handles all of the vehicle-licensing and renewal
processes.

In the case of vehicle repairs, the service provider must call ARI to get the repair approved prior to
providing any repair service. When the invoice is submitted to ARI for payment, the repair information
provided on the invoice 1s compared to the repair’s original authorization before payment is approved.

In the case of service being provided by a vendor that has not been previously certified by ARI, the
potential vendor must call ARI. ARI will then set up the vendor in its system and provide that vendor
with ARI-certified status.

In those situations where ARI representatives have a question they cannot answer (such as whether to
up-fit a truck with non-standardized equipment), ARI will call the American Water SER Fleet Manager
for an answer or an approval. This protocol also applies to fleet management policy-enforcement
issues, for which ARI does not have responsibility.

Fuel Supply

ARIT employs a fuel card system for purchasing fuel and monitoring transactions associated with such
purchasing. The fuel cards that are used are from the Wright Express Company and are referred to as
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WEX cards. WEX cards are used for fuel purchases by most fleet vehicles. These cards are used just
like a credit card and are accepted at approximately 80% of service stations nationwide. Each vehicle is
assigned an individual card, and at the time of the purchase, the driver must enter the mileage on the
vehicle and the driver’s PIN to validate the transaction as authorized.

The WEX cards are used at private gas stations and the data is recorded by the ARI database. As of the
end of 2007, American Water was not realizing a discount on fuel from the private gas suppliers. A new
strategy of using fewer vendors to achieve discounts on fuel was reviewed at one time, but it would
require the use of a very limited number of vendors, a requirement which would be very inconvenient
considering the widespread locations of the American Water operations nationwide. Currently, fuel and
maintenance expenses are tracked on an area-by-area weekly basis.

Only the Pittshurgh and Hershey Districts maintain a bulk-fuel supply for their vehicles. PAWC
operations personnel are responsible for the acquisition of bulk fuel, but this policy is currently being
reviewed by the AWWSC Supply Chain group. Data concerning the vehicle and driver must be entered
at the PAWC pumps in order to get fuel. This data is used to track the amount of fuel that is pumped
for each transaction and for each of the two facilities in total. Such data is maintained in separate
databases that are run at each of the two facilities.

The American Water SER Fleet Manager receives two other monthly exception reports from ARI, those
being:

¢ A listing of vehicles that were fueled with more than 40 gallons of fuel in one day (usually due
to large trucks with dual tanks)
¢  Vehicles that had more than one fueling transaction in one day

The Regional Fleet Manager transmits this information to the appropriate managers or supervisors so
that they can investigate and take corrective action, as required.

ARI Processes

ARI is responsible for the provision of the following services for PAWC

&

Vehicle registration and registration renewal program
¢  Fuel card program — from which fuel usage data can be collected

%  Accident management — the vehicle operator calls in to ARI to report the accident and ARI
then records the information, oversees the repairs, and files a claim against the third parties, if

applicable

¢  Vehicle-title management program — ARI maintains possession of the titles for all American
Water vehicles that were leased from ARI

%  Vehicle acquisition and leasing
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ARI maintains an 800 number that is used to check on the status of new vehicles, to register vehicles, or
for fleet maintenance.

ARI also provides an accident management function to American Water companies. For accidents that
are determined to be the fault of the PAWC driver, ARI manages the repair process but does not get
involved with the third party. This third-party contact would be handled by the PAWC Risk
Management group through the Company’s insurance carrier. ARI uses Collision Experts, Inc. (CEI)

whose representatives investigate the accident, if required, and oversee the repair of the PAWC vehicle
using CEl-certified body shops.

Subrogation is the filing and collection on claims against third parties as a result of accidents that are
caused by the action of the third party. ARI takes the responsibility for investigating these accidents and
for submitting, negotiating, and collecting on the claim. For its services, ARI is paid 20% of the amount
that is collected as a result of the claim.

Exchibit IV'-29 presents data on the amounts recovered as a result of subrogation by ARI for the period
2003 through 2007.

Exhibit IV-29
Accident Dollars Recovered Due to
Subrogation by ARI
2003 to 2007

| 2003 2004 2005 2006 2007
Accident Amount Recovered |$6,724 $14,282  $3,876 $8,478 $39.805

Source: Information Response 815

To perform the vehicle disposal function, AR normally uses an auction house although it may be
occasionally carried out through eBay. ARI charges $100 per vehicle for this disposal service.

ARI Systems

The internal ARI fleet-management information application is named Fleet Track. Fleer Track is 2
workflow management application that is used for tracking questions and requests. Additionally, ARI’s
Insights program is used for tracking vehicle data and maintenance records. Insights is a homegrown
package that was developed internally at ARI based on the application that was previously used. It was
implemented on January 1, 2007. ARI posts monthly performance data reports to its website. These
monthly reports include the following:

Current vehicle inventory ;
Fuel analysis

Insurance claims analysis

& ¢ ¢ @

Maintenance analysis
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Savings analysis — documentation of the money recovered
Vehicle cycling analysis

Vehicle expense summary

Vehicle order analysis

Vehicle remarketing analysis

Vehicle remarketng summary

L R I 2 4

Vendor analysis

These reports are posted to the ARI website between the fifth and the tenth of the month for the
previous calendar month. Tracked data are also made available in a real-ume mode through ad hoc
reporting. It is the assigned responsibility of the American Water SER Fleet Manager to review these
reports on a regular basis. Additionally, all vehicle-related documents are maintained in the system and
available online. Such documents include vehicle invoices, vehicle registration, licensing, title, and order
specifications. '

There are also two “push reports™ that are transmitted to the American Water SER Fleet Manager on a
monthly basis, those being:

% A preventive-maintenance exception report that lists vehicles that are past due for their
standard preventive maintenance (i.e., over 5,000 miles or six months)

% A fuel exception report that presents cases where a vehicle was refueled three times of more in
a 24-hour period or where more than $150 in fuel was purchased in this same period

The ARI feet management reports are quite detailed in nature. ARI has an internal programmer who
makes any required changes to the reports. The AWWSC Fleet Manager stated that ARI has been very

responsive to requests for report modifications.

ARI maintains an online vehicle database for PAWC. All of the information that is transmitted from
the mamntenance and repair shops is entered into this database.

Internal Audit of the Fleet Management Function

An internal audit of the fleet management function was completed in November 2005 by the AWWSC
Audit Services group. As stated in the audit report, the purpose of the audit was: “We reviewed and
evaluated the adequacy, effectiveness, and efficiency of internal controls and compliance with corporate
and regional policies relating to billing, payroll, and fleet vehicle management.” The audit scope for the
fleet vehicles’ portion of the internal audit was limited to the Wilkes-Barre/Scranton District. The final
audit report included negative findings in relation to the following topics:

¢ Improper reporting of taxable benefits relating to employer-provided vehicles — The resulung
recommendation stated that there needs to be a reassessment of the PAWC policy relating to
the use of employer-provided vehicles that are used for personal purposes in order to be in
compliance with IRS regulations.
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%  Records relating to the business use of vehicles — The recommendation for implementing
vehicle logs that detail the date, miles driven, destination, and purpose of the travel was satisfied
in early 2006.

¢ Non-complance with Corporate Vehicle Utilization Policy — As intended by the Vehicle
Utilization Policy, pool vehicles should be provided to employees only during normal business
hours and are to be taken home only when the employee is scheduled to be on call. The
investigation found that this policy was being violated in the Wilkes-Barre/Scranton District.

#  Lack of development and approval of a comprehensive fleet-vehicle policy — The
recommendation was that a Corporate Fleet Program Governance Policy be developed. This
comment has been addressed since the time of the audit.

¢ A physical inventory of vehicles leased from ART had not been performed since 2003. In
response to this finding PAWC used a temporary employee to collect this vehicle inventory
information in late 2005/ early 2006.

Findings & Conclusions

Finding IV-13 The current American Water emplovee vehicle assignment policy does not
' include a provision for an annual review of the requirements of emplovees
for vehicles and, therefore, it does not address changes in emplovee job
titles and positions.

Over the course of time, it can be expected that PAWC employees will change positions and therefore their
job responsibilities will change. In some cases, it can be expected that employees who were propetly
assigned a vehicle based on their driving requirements will transition to a new job that does not have the
same driving requirements. As a result, they will no longer require the assignment of a vehicle. Under the
current procedures, this change in job status and requirements could easily be mussed due to the lack of a
formal annual-review process. It could be reasonably expected that if such a review process were
established, situations would be identified where vehicles could justifiably be taken back from employees
This tendency might present the opportunity to reduce the size of the fleet or to avoid having to procure a
new, additional vehicle for an employee who rightfully requires one.

Finding V-4 A regularly scheduled physical inventory of vehicles leased from AR is
not performed.

This deficiency was one that was pointed out in the internal audit that was conducted in November
2005 but regular physical inventories of vehicles are still not being performed. A physical inventory of
the entire fleet, as provided by AR, should be undertaken on a regulatly scheduled basis to ensure that
the vehicles on the fleet-inventory listing are still in the possession of PAVWC and that the information
that has been recorded in relation to these vehicles is correct.
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Finding [V-15 There is an exception report for muliiple fuel transactions in one day but
not for apparently excessive fuel usage over a period of time {i.e, weekly
ot monthlv).

Daily data on fuel transactions is currently being collected by ARI, but the resulting reports are
produced only on a daily basis. This results in a lot of data to be inspected and may not easily identify
systernic problems with fuel usage. Because the data is already being collected and is available, a
computer program should be developed that would aggregate this data and report it on a weekly or
monthly basis. Such resulting reports would be much easter to review and would clearly call out
systemic problems, rather than just one-day or very short-term aberrations.

Finding IV-16 Neither the AR contract nor the resultant lnvoices have been audited by
the AWWSC Taternal Auditing group.

The amount of money that is being paid to ARI for tleet management services is very significant.
Therefore, an internal audit of the contract, the resulting transactions, and the monthly invoices would
be a good precautionary action. It is also possible that such an audit would be able to identify ways to
expedite or improve the current processes.

Finding TV-17 Continued use of the two PAWC mechanics in the Pitishurgh Diserict goes
against the recommended policies of American Warer and may not be
cost-cffective.

American Water began using ARI for all of its state-operating companies to achieve economies of scale in
relation to the fleet management function. The intention of this initiative was to achieve cost savings.
Failure to follow this policy based primarily on past precedent may not be resulting in PAWC attaining the
maximum savings it could if ARI and its approved service providers were being used consistently. The
economic costs and benefits of using in-house mechanics have not been reviewed or evaluated by PAWC.

Finding IV-18 The improper reporting of taxable benefits relating to employer-provided
vehicles that was identified in the internal andit conducted in November
2005 has yvet to be addressed in a satisfactory manner,

The internal audit recommendation stated that there needs to be a reassessment of the PAWC policy
relating to the use of employer-provided vehicles for personal purposes in order to be in compliance with
IRS regulations. Such a full evaluation has yet to be performed, so problems with this reporting could
potentially still exist.
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Finding IV-19 There are no standardized repotts or data collected on the starus of stare
tnspections for vehicles in the PAWC fleet.

State inspections are currently the responsibility of the assigned vehicle driver. This policy could result
in problems if the driver is not vigilant and attentive. While the vehicle operators may be very well

prariEvr

intentioned, it is always possible to miss a required date. This could potentally resultin a problem for
PAWC from a liability perspective if an uninspected vehicle were to be involved in an accident.
Additionally failure to have the vehicle inspected per the established state inspection schedule could
conceivably create safety issues for both PAWC employees and the general public.

Recommendations

Recommendation IV-12 Initiate a formal procedure requiring an annual review of the
requirements for each employee 1o have an assigned vehicle bused
on his or her current job assignment. (Refer to Finding 1V-2.)

Performing such an annual review should be a relatively uncomplicated process that could be done in
conjunction with the operating staff and the Human Resources Department. The current rule is that
vehicles are assigned to those employees who regularly drive more than 14,000 miles a year (excluding
any personal mileage). Strict monitoring and enforcement of this rule could result in significant cost
savings to PAWC based on 2 potential reduction in the size of the fleet required. In furure years, once
the initia] review has been completed, the review would need to focus only on those employees whose
job title, position, or responsibilities have changed during the preceding vear to determine if their
vehicular requirements have been impacted.

Recommendation 1V-13 Develop a formal procedure vhar details a requirement for the
performance of a regularly scheduled annuval physical inventory of
the vehicles that are leased from ARIL (Refer to Finding IV-14.)

It1s good operating practice to regularly inspect the vehicles in a fleet to ensure that they are all
accounted for and that all of the information included on each one is accurate. Development of a new
formalized physical inventory procedure will provide guidance to this practice. It will also ensure that
the inventory Is performed on a regularly scheduled basis and in a structured and consistent manner.
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Recommendation [V-14 Develop an exception report that would clearly identify excessive
fuel usage by specific vehicles or employees on a weekly or
monthly basis. {Refer to Finding [V-15)

Such a computer program would simply aggregate the daily data that is already available and report it on
a weekly or monthly basis, which is a much more useful format. This type of reporting would allow for
a more expeditious and easily performed review of the data to identify any systemic problems that are

occurring,.

Recommendation [V-15 Perform an internal andit of the ARI contract and the resultant
invoices using the AWWSC Internal Auditing geoup. (Refer 1o
Finding IV-16.} '

Consideting the size of the payments that are made to ARI and the transactional volume of the services
it provides, performance of such an audit is very important. It could potenually result in cost savings
and/or improvements in operatonal and transactional efficiency.

Recommendation [V-16 Perform a cost/benefit analysis to determine whether the
continved use of the two PAWC mechanics o the Pirtsburgh
District is cost effective. {Refer to Finding IV-17.}

The basic reason for using the services of ARI is to allow the state-operating companies of American
Water to be able to gain economic bencfits through the economies of scale that are achieved. Therefore
it does not seem justifiable for one district to perform these tasks on an internal basis, even if limited in
scope. However, there may be extenuating circumstances due to the specific circumstances and the area
demographics that would make continuing the practice justifiable. A formalized cost/benefit analysis
that considers all relevant factors would provide the basis for a proper determination of a future course
of action.

Recommendation IV-17 Perform a reassessment of the PAWC policy relating 1o the use of
emplover-provided vehicles that are used for personal purposes in
order to be in comphance with IRS regulations, (Refer to
Finding 1¥-18)

Performance of such an evaluation is important to determine with surety whether the current policy is
compliant with IRS regulations. If problems are found with the current PAWC policy, the policy should
be modified and a retrospective financial assessment should be performed to determine the extent of
the errors in reporting that were created in the past.
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Recommendation [V-18 Develop a computetized tracking system that is capable of

monitoring the completion of the annual state-vehicle inspections
for the individual vehicles in compliance with the established
schedule. (Refer to Finding IV-19.)

It is important that the state inspections be performed in accordance with the prescribed schedules.
With all of the other data that is being collected relative to vehicle operations and maintenance (O&M)
and compliance with PM schedules; it should be relatively easy to add tracking of state-inspection
completion to the data being monitored Tracking of this data would allow for monitoring of the state
inspections status from one centralized point of review. Problem situations could be quickly identified

and accordant corrective action taken.
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C. Facilities and Property Management

This chapter provides a discussion of facilities and property management services provided by either
American Water Works Service Company (AWWSC) or Pennsylvania-American Water Company
(PAWC) in relation to the facilities and properties that are owned or used by PAWC.

Background & Perspective

Organization & Staffing

Since RWE Thames Water Utilities left American Water in 2006, there has been no formal corporate
group for the facilities and properties management function. The group that was established by RWE
Thames Water Uulities was primarily intended for the divestment of excess properties and facilities. As
such, there is currently no formal organization or staffing that is focused on the facilities and properdes
management function at either PAWC or American Water.

Various individuals are assigned the part-time responsibility for managing and budgeting the operations
and maintenance (O&M) and capital expenses programs for the various PAWC operating and office
facilides. These designated individuals are usually managers or supervisors who work out of the facility
for which they are responsible. For example, the Bethel Distribution Center, which is located in the
Pittsburgh District, is the responsibility of the Supervisor of Network Operations who is based there.
Facilities and properties-related work is done on a part-time basis in addition to regularly-assigned
responsibilities. Each designated employee is responsible for his or her assigned site only. The Regional
Supply Chain Manager, who is located in Hershey, is responsible for the bidding process for the
acquisition and contracting of facility and property O&M services. The designated responsible local
employee who is assigned the duty of overseeing the normal O&M function has direct input into the
vendor-selection process for contractors.

The O&M budgeting process for each district is the final responsibility of the District Operations
Manager. Standard maintenance work is included under the maintenance budget for each specific
facility.

Facility and land acquisition at American Water is done as part of the capital-budgeting effort and
occurs via one of two distinct procedures. Generally, facilities and Jand acquired through the acquisition
of other water and wastewater systems (one of the six types of projects that must go through the
commercial development process, including fixed asset investments, material contracts, financial
investments, land/property, joint ventures/alliances, and American Water consultancy projects) are
approved by a regional Commercial Development Committee (CDC). The regional CDC is composed
of the following members:
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Business Unit (BU)/AWE President (Chatr)
Vice President (VP) Finance

Legal Counsel

VP Service Delivery/Operations |

C 2 B

State President

The CDC evaluates and approves or disapproves all non-routine transactions that the operating
company may potentally enter into for the purpose of generating revenue, including water and
wastewater utility acquisitions. Key operational, economic, and financial information, as well as risk
analysis, is evaluated by the CDC during review of the proposed transaction.

The American Water Commercial Development Committee (AWCDC) is required to approve any real
estate sales or purchases having a value in excess of $500,000. The AWCDC is composed of the
following members:

Chief Operating Officer (Chair)

Chief Financial Officer

VP Planning & Reporting :
Associate Corporate Counsel
VP of Operations Services

Senior VP (SVP) Sales & Business Development

E L S

Facility and land acquisition outside of utility acquisitions are reviewed and approved by the Capital
Investment Management Committee {CIMC). The CIMC responsible for regional BUs is composed of
the following members:

PAWC President

PAWC VP of Engineering
PAWC VP of Operations

PAWC Capital Programs Manager

K K & P @

Southeast Region Finance Director

Necessary specific facilities that are to be acquired to make capital improvements, such as land for
booster or chlorination stations, tank sites, etc. or buildings for offices or operations centers, ate
reviewed and approved by the CIMC in accordance with capital-investment management governance.

According to the listing of property values that was used to renew PAWC's insurance coverage for 2007,

the insurable value of PAWC’s buildings (replacement cost of buildings only, as land is not insured) was
$456,341,137 (original cost totaling $275,789,614). It was stated in the data response that the age and
square footage of the individual properties were not readily available.

The realty holdings of PAWC fall into three general categories:
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4 Ulility water — the pordon of PAWC’s land and plant that i1s devoted to its water operations, i.e.,
the land and plant that is used and useful in providing water service to customers.

& Ulility wastewater — the portion of PAWC’s land and plant that is devoted to its wastewater
operations, i.e., the land and plant that 1s used and useful in providing wastewater service to

customers.

& Non-ytility water — the portion of PAWC’s land and plant that is not used and useful in providing
service to customers, 1.€., land held for future use or land and buildings removed trom utility
plant in service and awaiting disposition.

A source for PAWC’s utility water realty-holdings valuation is the 2006 Public Culity Realty Tax Act
(PURTA) Report. The PURTA Report is an annual report that is filed with the State of Pennsylvania’s
Department of Revenue. It reports, by county and by individual parcel, the county-assessed real estate
and state-taxable value amounts. Parcels listed on the PURTA Report are not subject to local real estate
raxation. The 2006 PURTA Report, which summarizes PAWC’s utility water realty holdings on a
" county-by-county basis, shows that the total utility water realty holdings of PAWC have a county-
assessed value of $36,599,321 and a state taxable value of $106,132,611. The original cost of uulity
water land and buildings held at December 31, 2007 totaled $277,215,597).

Utility wastewater and non-utility water are not required to be reported on the PURTA Report;
however, a local real estate tax is assessed on these properties. Individual assessment values were not
provided by PAWC during this audit; however, the original cost of utility wastewater and non-utility
water holdings of PAWC at December 31, 2007 was $17,565,198 and $474, 407, respecuvely. The total
otiginal cost of all PAWC holdings for utility water, utility wastewater, and non-utility water at
December 31, 2007 was $295,255,202.

Space-planning studies and analyses for PAWC facilities have been handled in the recent past by
designated representatives of the PAWC Human Resources and Engineering groups on an as-needed
basis. Studies that have been performed in the recent past were for the purpose of space planning in
advance of the lease of a new facility in Wilkes-Barre and of space configuration changes at the Hershey
and Mechanicsburg office facilities. The final office-layout designs were developed by an
architectural/engineering consultant. ’

Expenditures

In the response to a request for the actual and budgeted facilities and property-management operating
and maintenance (O&M) and capital expenditures, it was stated that PAWC does not have a department
that is charged with the responsibility to manage and control facility and property-management
functions. Therefore, there is no specific budget for these activities. Actual O&M expenses and capital
expenditures that are incurred in carrying out these activities are not captured by the company in a
manner that permits such data to be readily available to serve as a management tool. For PAWC’s
accounting of both O&M expense and capital expenditures, its detailed chart of accounts is mapped to
NARUC’s broader 1996 uniform systemn of accounts (USOA) for Class A water and wastewater utilities.
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For O&M expenses, costs are assigned to the BU to which a particular building is assigned. For capital
expenditures, a work order captures expenditures associated with a particular project, following which
the expenditures are transferred from construction work in progress to a utility plant account upon
completion of the project. As a result, 2 meaningful analysis of O&M expenses or capital expenditures
for management purposes cannot be efﬁéiently or effectively performed.

PAWC’s current capital construction program, which includes the existung facilities” expansion plans, is
included in the PAWC capital budget. A review of the PAWC capital-budget data, as included in the
latest approved version (Q2) of the company’s 2007-2011 Strategic Capital Expenditure Plan {SCEP)
dated June 13, 2007, was not able to determine the amount of money that was budgeted specifically for
land and facilities acquisitions. Rather, the data was presented on a cumulative project basts.

Major Processes and Systems

In other utility organizations, frequently a centralized real estate and facilities group is responsible for
activities such as acquisition and disposal of holdings, managing revenues associated with lease or sale
activities, and management and/or oversight of any maintenance work {ongoing and project work)
associated with land and buildings. Centralization of this function generally allows a utility to ensure
that activities are performed when approptiate and in a cost efficient manner. For example, decisions as
to use of internal versus external resources can be more effectively performed when locking at the
whole picture. In addition, use of a work management system allows a udlity to determine the proper
mix of preventive versus reactive maintenance work. Having such a group also allows professional
project managers to perform oversight of major projects to ensure timely and quality completion within
budgets. However, due to the lack of a group that is responsible for the facilities and property
management function at PAWC or American Water, there are no major processes or systems that are
used in relation to this function.

Metrics

Many different performance metrics can be used by a utility organization, depending on the focus of its
facilities and property management function. Some examples noted by Schumaker & Company
consultants in past audits include financial management metrics (O&M versus budget, capital
expenditures versus budget, cost per square foot {office/non-office), revenue, and others) and
operational execution/system reliability metrics (customer satisfaction, % of work planned, scheduled
work completed, meeting acquisition or disposal dates in strategic plan, and others). Due to the lack of
a group that is responsible for the facilities and property management functdon, there are no metrics that
are recorded and monitored at PAWC or American Water in relation to this function.
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Findings & Conclusions
Finding IV-20) Thete is no integrated Facilities and Property Management group at either

American Water or at PAWC.

The lack of this dedicated Faciliies and Property Management group results in these activities being
performed in varying ways and with no overriding standards. The decision on how to conduct the
included activities is up to the judgment of the various employees who are assigned to handle specific
functions, with very little in the way of standardized policies and procedures to guide the activities. It
should be noted that none of these employees is a professional property manager. This oversight can
result in a significant variation in the results that are achieved. Additionally, because PAWC does not
have a department that is assigned the responsibility of managing and controlling the facilities and
property i’nanagement functions, there are no specific budgets for these activities. Moreover, there are
no actual and capital expenditures that are captured by PAWC in a manner that permits such data to be
readily available to serve as a management tool. This oversight makes the analysis of the efficiency and
cost-effectiveness of such activities impossible to judge.

Finding IV.21 There are no formal policies and procedures 10 guide the performance of
fand o
the facilities and properties management function at PAWC orat
American Water,

There are no standardized policies and procedures to guide the everyday conduct of the facilities and
properties management function at PAWC. The only procedures that exist are in relation to the
acquisition of property or facilities through the CDC or CIMC, which are generic investment policies,
not facilities and property management guidelines.

Recommendations

Recommendation IV-19 Establish a single point of respoasibility for the facilities and
prapertics mansgement function at PAWC, (Refer to
Finding IV-2) ..

The position of Facilities and Property Manager should be established at PAWC to ensure a singular
point of focus and standardization for these activities. Assigning this role would ensure that all of the
included activities are performed to an established standard, rather than being based on the judgment of
the various employees who are assigned to handle these tasks. ‘
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Recommendation IV-20 Develop a set of formal policies and procedures to guide the
performance of the facilities and properdes management function
at PAWC and American Warer. {Refer to Finding 1V-14.)

A formal set of facilities and properties management policies and procedures would ensure that zll of
the included activities are performed to an established standard and are consistent with each other
across PAWC. This standardization would setve to validate that the activities performed in this regard
were cost-effective and in the best overall interests of the PAWC ratepayers.
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D. Procurement Services and Materials Management

This section provides a discussion of the procurement services and materials management services
provided by either American Water Works Service Company (AWWSC) or Pennsylvania-American
Water Company (PAWC) in relation to the material, supplies, and services that are used by PAWC in
the course of its daily operations. Because the procurement services and materials management services
at AWWSC and PAWC are two totally separate functions, rather than being integrated into the same
organization as Is found at most utilities, this section of the report is divided into two distinct segrﬁents,
with one devoted to each functon.

Procurement Services
Background & Perspective

Organization & Staffing

The AWWSC Supply Chain (SC) group was approved by the AWWSC executive management team
(EMT) in December 2003 and staffing began 2004. Itis currently considered by American Water
management to be primarily a strategic sourcing group. The SC organization originally included an
AWWSC Inventory Management group until 2006, when that group was disbanded and the inventory
management function transferred to the state-operating companies. This transfer was done based on a
decision made by the presidents of the regions to pull the inventory function back into the individual
operating companies. The operations regional managers for the state-operating companies focus more
on local purchases than regional sourcing, for which the SC group is responsible.

The SC organization at AWWSC is composed of several functional groups. This organization is
presented in Exhibit [V-30 and described in the text that follows. ‘
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Exhibit IV-30
Supply Chain Organization
as of December 31, 2007
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Source: lnformation Response 1
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The Category Manager Direct Products and Services, the Caregory Manager Indirect Products

and Services, and their organizations are tasked with carrying out the strategic supply function.
The strategic supply function is responsible for the identification of potential sources of supply,
monitoring the timing of purchases, and the atrainment of supplier diversity objectives.

The Operations group is responsible for assisting other SC groups with their daily operations

and internal workings. This group is subdivided into two general functions, those being:

Schumaker & Company
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~  The Procurement group is responsible for the development of procurement contracts with

vendors. Additonally, the group performs supplier address-book updates in the JD
Edwards (JDE) system and validates that this information is accurate, correcting it as
required. The group reviews the pricing of all purchase orders (POs) and validates them
before they are transmitted to the vendors. The group also produces an Open POs report
on a monthly basis and performs PO training for field personnel to ensure that the proper
procedures are followed. In additon, the group produces reports on inaccurate POs and
vendor address-book additions. 1n those situations where an inaccurate PO is identified, it
is corrected and sent back to the Field Operauons group that originated it for new
approvals. Such PO problems are generally attributable to the use of inactive suppliers or
incorrect prices. In the AWWSC Procurement group there are two primary categories of
employees, those being:

»  Category Managers — responsible for obtaining items that are of the best quality with the
best service at the best price for American Water operating companies for all products

and services that are purchased

»  Buyers — responsible for setting up contracts, administering contracts, monitoring on-
tme delivery of purchased products, etc.

- The four Regional Managers in the Operations group along with their support staffs are

8/7/2008

responsible for the following prifmary functions:

e  Focusing on contracts that are sourced on a local basis such as those for paving, dealing
with restduals, and operatons and maintenance (O&M) that are not covered under

national contracts.

#  Obtaining feedback from the field operations personnel as to what equipment is in
place and who is used for service provision of this equipment.

The Performance Management group produces the budgeting forecast, quarterly reforecasts,
volume reporting, and other data reporting as related to the procurement function.

The Fleet Management group is responsible for managing the overall fleet management
function for all American Water companies. American Water has outsourced a majority of this
function to an external contractor, Autormotive Resources International (ARI). The AWWSC
Fleet Manager meets with ARI representatives on a quarterly basis to discuss the service level
agreement (SLA) performance results for the previous quarter. On a regular basts, the AWWSC
Fleet Manager meets with the operations people in the field and sometimes takes
representatives of ARI with him. ARI does produce annual benchmarking studies that are
relevant to the various services it provides to AWWSC. More details on the functions of this

group can be found in this chapter’s Transportation and Fleet Management section.

The Energy Manager reviews energy costs and attempts to identify ways to reduce them. Heis
also responsible for performing energy audits of various American Water facilities, again with
the intention of identifying means to reduce energy costs.
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In relation to the procurement activities on behalf of PAWC, a Southeastern Regional Manager in the
SC Operations group is designated by the American Water state-operating companies of the
Southeastern Region as being responsible for purchasing. As such, this person is responsible for
overseeing the SC activities in six Southeastern Region state-operating companies. A kev objective of
this position is to better align the business needs of the operating companies with the AWWSC
procurement process. His primary responsibilities include the following:

# Focusing on the viability of those contracts that are sourced on a local basis, typically such as -
those for paving, dealing with residuals, and O&M work. These contracts are usually relatively
small local ones that are not covered under national contracts. This responsibility includes
monitoring the status of these localized contracts for potential problems with performance and
for expiration dates to ensure that they are renewed in a timely fashion. The Southeastern
Regional Manager also provides some guidance to the PAWC Field Operations groups in
relation to using national contracts (as required).

% Attempting to identify those local contracts that could be bundled into state-wide or national
contracts. Major areas of procurement {(referred to as spend areas) of the business have been
established previously by product code and by suppliers. When the Southeastern Regional
Manager identifies an area of opportunity, he will attempt to aggregate the needs across the
various districts of the state-operating company. This aggregation is intended to reduce both
the number of vendors and the cost of the product based on a greater volume of sales. He is
also responsible for obtaining feedback from the Field Operations personnel on what
equipment is in place and who is used for service provision of this equipment. While the SC
group drives the contract-development process, the local operations management personnel
have their input into contract-related decisions.

Most of the national contracts with vendors are master service agreements that last for two years, but
this duration can vary. A strategy meeting is held with all of the SC organization managers in attendance
to discuss each new contract that is to be established.

The SC Southeastern Regional Manager employs the AWWSC standardized seven-step process for
‘developing new contracts, with the primary steps being the identification of an opportunity, the
formation of a team to identify the available vendors, the development of the request for proposal
(RFP), and the sclection process. The final decision is made by the opcrating company with input from
the SC Southeastern Regional Manager.

The seven-step strategic sourcing process, as used by the AWWSC SC organization, is as follows:

1. Assess Opportunities — Prior to initiating a strategic sourcing project, an assessment is conducted to
identify sourcing categories and to estimate potential savings. The intention of this step is to
identfy the procurement categories for which the implementation of a strategic sourcing
methodology may be applicable.
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Profile Category — After identifying the categories to be strategically sourced, the second step,
Profile Category, involves a detailed internal and external analysis to understand a category from
market, vendor, and internal perspectives.

3. Derelop Strategy — Once the Category Profile analyses have been completed, the appropriate
category-specific sourcing strategy is developed. This task is accomplished through the
development of a best-fit, category-specific strategy that will achieve the lowest total cost.

4. QOualify Vendors — After sourcing strategies have been developed, vendors must be qualified to
ensure that they can meet the defined procurement requirements. This step is performed with
the intention of narrowing down the list to a short list of possible vendors that best meet the
specified requirements.

5. Execute REP/ Selection — Once the short list has been determined, a request for proposal is
formulated to support the demiled evaluation and selection process. The intention is to provide
an “apples-to-apples” format that would assist in the identification of those vendors that would
be suitable for the negotiation process.

6. Negotiate Agreement — After analyzing the submitted responses to the RFPs to determine which
vendor best meets the specified requirements, specific strategies are developed for negotating
with that vendor. The intention is to achieve a formal agreement in a “win—win” situation that
allows both parties to see marked improvements in their ability to conduct business.

7. Implement Category Plan — Afrer completing the agreement, the implementation process must be
managed to ensure that changes are effectively introduced into the organization. This oversight
will ensure that the agreements arc fully utillized and that internal customers understand the
changes and the implications of the developed sourcing methodology.

For example, in September 2007 the Southeastern Regional Manager was reviewing the grounds-keeping
contracts for PAWC districts because they were scheduled to expire in the near future. After he
identified the available suppliers, a scope of work was developed that became part of the standardized
RFP document. The work plan was then developed and approved by the appropriate managers in the
SC group and the designated PAWC Category Lead who is responsible for this function (who, in the
case of lawn maintenance, would be the PAWC Network Manager).

Pre-qualification of vendors to be included in the various bidding processes, including both requests for
proposals (RFPs, generally used for services) and requests for quotations (RFQs, generally used for
material purchases) processes, is typically accomplished through the use of work experience
questionnaires (WEQs). Review of vendor-submitted responses to a WEQ is used to determine
whether a vendor is to be included in a bidding, RFP, or RFQ process. Once pre-qualified, vendors will
submit bids, proposals, or quotes in a sealed bid or electronic format as prescribed in bid documents.

The received responses to RFPs are analyzed by a designated team that is composed of operating
company personnel who are directly involved with the function. The Southeastern Regional Manager
summarizes the received bids to facilitate this evaluation and selection process. The evaluation is done

81772008 . Schumaker & Company 0




MAS REPORT 2 - VOL |
CAUSE NO. 43680
Page 216 of 306

164

primarily on the basis of the contact’s cost, the range of services otfered, and the quality of such
services. Once a selection is made, negotiation is initiated with the selected bidder based on any number
of identified issues. The majority of the time, the contract is awarded to the lowest bidder—it is
relatively unusual to select other bids. The selection team tries to evaluate the quality of the bidder’s
service or product offerings up front in the selection process. That way, they can make sure that no
unqualified bidders are included in the evaluation process. Time is then spent reviewing the responses
to the RFP questions that relate to work experience, personnel resources, safety, and the financial status
of the bidders.

AWWSC reserves the right to select vendors based solely on bid, RFP, or RFQ information provided, to
conduct discussions, or to request proposal revisions, if deemed necessary. The vendor that is awarded
the bid will be chosen on the basis of which one would potentially provide the greatest anticipated
overall benefit to the operating companies of American Water. AWWSC reserves the right to have no
obligation to reveal to the bidding firms how vendor proposals were assessed. Schumaker & Company
consultants performed a review of the documentation related to the bidder evaluation and selection
process. This review revealed that a sufficient amount of data and detall is included in the process to
allow for a proper selection to be made. Additionally, a process to include adequate purchasing-
approval authority documentation is included in the vendor evaluation process.

The next step in the vendor-selection process involves finalizing the contract. This phase usually
consists of a standardized contract with an attached scope of work, pm’ceé, and terms and conditions
that are specific to the subject contract. The final contract must be approved by the following groups or
individuals: the AWWSC Legal Department, the AWWSC Finance Department, the contract signer
(frequently the Network Manager from the state-operating company), and the SC Southeastern Regional
Manager. The approved contract is then sent to the winning vendor for its signature.

The SC Southeastern Regional Manager normally has four to 10 contracts in the works at any given
time, with some being small and others large. As an example, for lawn maintenance, PAWC had
approximately 18 vendors that would be contracted with {due to the localized nature of the lawn
maintenance business).

The Southcastern Regional Manager also has responsibilities in relation to the American Water supplier
diversity program. He documents diversity activities for his designated state companies in strategy
documents. His personal key performance indicators (IKPls) state that every new purchase that is put

- out to bid (referred to as supplier events) must attempt to include a minority vendor. If this effort is
unsuccessful, the attempts made are documented, including the reasons why it was not possible to
include a minority vendor. The Southeastern Regional Manager was responsible for the development of
the PAWC diversity document for 2006. Minority vendors must be price competitive. There is no
advantage given to minority vendors in the bidding process. More information on the vendor diversity
process is included in Chapter IX — Diversity & EEO.
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Other activities in which the Southeastern Regional Manager is involved include the following:

¢ Supplier management and maintenance function, which includes working with the suppliers to
ensure that the established agreements are followed.

# Identifying new opportunities for contract development.

%  Addressing issues of vendor non-performance — In these situations, he is responsible for
communication with the supplier (including on national contracts). He tries to resolve the
problems by working with the vendor. He has the authority to release the vendor if it is not
performing to the esiablished specifications.

% Reviewing and addressing non-compliance spend, which deals primarily with Field Operations
groups that are not using the established national contracts — He reviews the monthly non-
compliance reports for problems and would address them when identified.

#  Sign-offs on the contract approval form for local contracts only.

%  Attempting to get out into the field on a regular basis to talk to the customer businesses about
their needs and problems ~ On these trips, he meets primarily with the field superintendents
and supervisors.

Under the applicable SLA requirements for the American Water operating companies, as an aggregate,
various primary vendors are responsible for providing monthly reports on their performance. For
example, in the fleet function the vendor (ARI) produces reports that detail its performance in the
following functional areas:

% Fleet size

¢ Average speed of answer

%  Vehicles ordered

¢  Vehicles delivered |
#  Fuel purchasing volumes »
#  Maintenance and repair spend by region

¢ Summary statstics on the savings achieved

#  Specific data on the vendor’s results in meeting the key performance indicators included in the

SLA, including:

~  Customer service
- Material issuance
~  Vehicle remarketing |
- Major component issues
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The SC group aggregates these individual vendor SLAs into aggregate reports for the overall SC
function. These reports are produced on a quarterly basis.

As of 2007, there were 1,049 American Water product codes that provide assistance in identifving
purchased products by category. These finer gradation product codes are aggregated into product
categories that include products of a similar nature or use. A sampling of typical product categories
includes the following:

Water treatment chemicals
Water infrastructure

Tools and small equipment
Storage tanks

Professional services

Pipe and fittings

Outside legal services
Merters

Instrumentation

Fleet

Facilities maintenance
Electrical

Chemical feed
Administration and general

¢ 6 & ¢ e & S b e s e G

The Commodity Report is published in April of each year and is updated in June and November by the
SC group. This document is a research report that is intended to provide an internal analysis of the
market demand and price trends for various commodities that are purchased on a regular basis by
American Water state-operating companies. It also includes an assessment as to how these commodities
will affect various designated procurement categories. This research information is provided to assist in
the forecasting of budget requirements for the various designated categories. The report includes a brief
summary of projections and recommendations on how specific commodity categories with historically
high spend levels will be affected by market changes.

Additionally, the Commodity Report contains more detailed information on the predicted market trends
for nine selected commodities. These commodities were selected for a higher level of analysis based on
their potential impact on the products and services purchased by American Water state-operating
companies. These commodities typically exhibit high volatility in the marketplace and, as such, can have
a significant impact on budget forecasts in the short-term future. Included in this analysis are
evaluations of supply and demand, future price projections, worldwide market news and trends, and an
update of the existing market for the commodity. These nine selected commodities include the
following:

% Chlorine
& Copper
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Crude Ol

Electricity

Labor

Natural Gas

Pulp/Paper ‘ i
Scrap Iron
Steel

The Supplier Quality Report is used by the SC group to document problems with all supplier

performance, or with non-conformance to either specification requirements or a service level agreement

(SLA). The document also serves to notify the supplier of the problem and to advise that an

investigation is to be initiated to determine the root cause of the problem. It then serves as the basis in

developing the proper corrective action to avoid a recurrence of the situation. The supplier must reply

in writing, utilizing the report, with the solution to the problem. No formal vendor-performance

postmortermns are performed other than the above-listed reports.

Vendor Scorecard Reports are produced by the SC group with the intention of providing performance

ratings of selected vendors. These standardized scorecards rate the selected vendors based on 11

evaluation criteria, those being:

L4

Customer Support — response time/rate (timely, courteous, capable) and technical support
capabilities

Aceuracy — delivery 1s complete per order (size, quantity, type)

Non-guality Returns — efficient processing of non-compliant goods

Delivery Performance — deliveties to date and time specified and agreed upon

Presentation — packaged and labeled according to specifications and delivered in good condition

Packaging/ Documentation Reguirements — correct bar codes, packing slips, presort, grouping,
invoicing, etc.

Communications — repotrts, delivery status, product recalls

QOuwality — adherence to quality standards established by the Category Managers
Capabilities — sufficient production capabilities to meet planned demand

Prodact Innovation — introduction and implementation of the use of new products

Product Value — meeting the overall expectation for the products

These individual criteria ratings are then aggregated into a summary rating for that vendor.

B
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Staffing Levels

PAWC does not have its own supply chain function; therefore, there are no actual or budgeted positions
within PAWC. Instead supply chain services are provided to PAWC by the AWWSC Supply Chain
group, whose staffing levels for 2004 to 2007 are shown in Exhibir IV-31.

Exhibjt IV-31
AWWSC Supply Chain Staffing Levels
2004 to 2007

2004 2005 2006 2007

Staffing 43 34 36 36

Source: Information Response 852

The SC staffing levels dropped by nine in May 2005 from 43 to 34. After reviewing internal control
requirements defined by Sarbanes-Oxley (SOX), AWWSC determined that the accounts payable
function should no longer be located within the same organizational structure as strategic sourcing
function. Consequently, the accounts payable function was transferred from the Supply Chain group to
the Shared Services financial group. In 2006, two Procurement Analyst positions were added to comply
with procurement-to-pay (P2P) SOX remediation.

Expenditures

Because PAWC does not have its own supply chain function, no budger or actual-to-budget operating
expense data is available at the state level for a supply chain function. The only budgeting the AWWSC
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SC group does is related to the group’s annual salaries and other operating expenses. It does not
specifically budget state purchases. Instead, annual budgeting for purchases is done by the field forces
in each of the state-operating companies. It is based on aggregated forecasts, for example, of how much
ducile iron pipe would be required over the course of the coming year. Exhibit I17-32 illustrates
PAWC’s total procurement value (purchases) for 2002 to 2007.

Exhibit IV-32
PAWC Total Procurement Value
2002 10 2007

$200,000,000

$180,000,000

$160,000,000

$140,000,000

$120,000,000

$100,000,000

$80,000,000 1

560,000,000 -

$40,000,000 -

$20,000,000 -

SO

2002 2003 2004 2005 2006 2007

@ Total Procarement Value | $92,589,454 13143 726,4381$146,255,459 | $143,871,692 | $168,044,007:$189,087,543

Souzce: Information Response 834

Major Business Processes

epresentatives of the roup communicate with vendors on a regular basis. A Supplier Complain
Rep tati f the SC group te with vend gular b A Supplier Complaint
og is used to track all complaints that are made against vendors. However, there is no report o

Log d to track all plaints that de against vend H , th port of
vendor problems that is automatically generated by the ]DE procurement software. There is an online
upplier Complaint Repor ' orm that is filled out by operations personnel in the field to report
Supplier Complaint Report (SCR} f th filled out by op p | in the field to rep
problems with vendors. This form contains information on the problems that were encountered,
including:

¢ Information on the employee who reported the problem
¢ Details of the problem 5o
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¢  The supplier name
% Proposed action to be taken to resolve the problem
%  Status of the complaint’s resolution

The SC group has conducted surveys of its customers in the Field Operations groups to obtain
additonal input. The Vice President of the SC group makes it a practice to visit regional sites once a
year to have face-to-face meetings with the field representatives.

The SC group reviews the cost drivers for its vendors. Such drivers include the cost of purchased scrap
iron, which is 2 major component of the vendor’s cost for producing ductile iron pipe.

A monthly cost savings report, which includes the following items, is produced on the cost savings
generated by the SC group in relation to the procurement process.

% Procurement performance — the difference between the price paid by American Water and the
average price of the bids that were received for the item.

¢ Purchasing resulfs — a comparison of the old price for the material versus the new price for the
material, with no adjustment for market conditions and with the goal of beating the consumer
price index (CPI).

¢ Return on investment (ROI) — For the SC group, a comparison of the costs of operating the group
with the resultant cost savings obtained by that group.

It is the objective of the AWWSC SC group to put as much of the purchasing as possible under nadonal
(blanket) contracts, which this group is responsible for establishing. It is believed that because of the
volume purchasing discounts that can be achieved under national contracts, item and material costs can
be driven to lower levels. A quarterly report is produced by the SC group on the total sourceable spend
mcurred for each month versus the amount covered by national agreements. Spend data is not routinely
published at the state-operating company level. Rather, the reports are produced at the regional and
American Water levels. These reports show the amount of dollars spent under national contracts as a
percentage of the total sourceable spend dollars for the business unit. The data for 2007 shows this
usage of national contracts to be 81% for PAWC; the SC group has a target of 71% to0 75%. Ona
quarterly basis, these compliance repotts are sent to the operations managers who are responsible for
compliance in the field. The intention of this undertaking is to increase the use of national contracts.

The SC group attempts to identify new opportunities for the sourcing of additional items that could be
included under national contracts. The compliance reports identify those areas where the national
contracts are not being used to their fullest extent.

In relation to the quality of the material purchased, the individual state-operating companies develop
their own product specifications, a function that is normally performed by the Engineering groups. The
state-operating company personnel in the field who receive the material into inventory are responsible
for determining and verifying the quality of that material. If the material is damaged, the receiving
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personnel would return it to the subject vendor without any involvement on the part of the SC group.
The SC group would only become involved in those situations of very large or systemic problems.

There are two general categories of purchased materials in the AWWSC SC group, those being:

4 Direct materials are defined as products that come into contact with water in the process of
teating it or delivering it to the customer, including the chemicals that are used.

¢ Indirect materials are defined as purchases that do not come into contact with water, which
include such categories as legal, uniforms, consulting, temporary labor, information technology,
communications, office supplies, etc. At the end of 2005, the SC group implemented
commodity codes that enabled them to better track procurement volumes.

An example of the steps involved in 2 typical purchasing process for a state-operating company includes
the following:

% The Field Operations organization would issue a PO and it would be approved in accordance
with the established PO approval process.

¢ T'his PO would go directly to the vendor under a national contract.

¢ The buyer would getinvolved only if there were a problem with the purchase or the price.

On the AWWSC internal intranet site are listings of the preferred vendors with established national
contracts, including a buyer’s guide and pricing list. 1f a specific item is not listed on the intranet site,
the Field organization either calls an AWWSC buyer for assistance or sources it locally. The contracts
with the preferred national suppliers are not exclusive contracts. American Water operating companies
have the right to purchase items from other vendors (with no approval required from the SC group)
without violating the terms of the contracts.

Each of the SC buyers receives a monthly report of the amount thatis purchased from preferred

suppliers under national contracts versus the quantity that is purchased from non-preferred suppliers.
The buyer checks for situations of significant use of non-preferred vendors and, in such cases, would
question the originator of the PO. The buyer also uses this information to identify opportunities for

additional sourcing under national contracts.

The buyers do not receive monthly reports on vendor performance. However, vendor performance
surveys are sent out to the field on an annual basis to obtain field input on current suppliers.

Major Systems

The primary software application used by the SC group is the JDE Enterprise Resource Planning (ERP)
procurement module running on an AS400. The JDE software version that is being used is from 1996.
The AWWSC SC group uses the JDE pfocu.r.emem module, but it does not use the accompanying
distribution requirements planning (DRP) module for the materials management function. The
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AWWSC Inventory Committee is currently working on how to implement and use the JDE DRP
module to the greatest benefit at American Water state-operating companies.

AWWSC and representatives of the operating companies participated in an American Water program,
with the purpose of studying and evaluating how to implement the SAP ERP package at all of the

American Water companies. The decision had already been made to go with SAP as it was the package
used in Europe by RWE. The group had finished the flowcharting of the processes when the project
was called off because of the divestiture announcement from RWE earlier in 2007.

The AWWSC SC group has built and maintains an internal intranet website. This website is available to
any state-operating company employee with the proper security clearance. This website includes, among
others, the following data reports:

American Water’s seven-step strategic sourcing process

A listing of new suppliers that have been added to the supplier master list
Supplier complaint log

Supplier quality report

Purchase orders issuc report

& P & B B

Supplier management reporting log

Diversi.ty databases and the Internet are used by AWWSC SC personnel to attempt to identify available
minority vendors so that these vendors might be offered the opportunity to participate in the bidding
process for contracts with AWWSC. There is an American Water Supplier Diversity policy that states
that minority vendots are to be included in the process for each sourcing event (which is defined as any
time new bids are solicited for an item). The SC group tracks how many minority vendors were
included in each bidder pool and how many were successful. SC representatives also attend purchasing
fairs and expositions with the specific intention of identifying new minority vendors. The individual
buyers each have KPIs as part of their performance assessment process. These KPls evaluate the
results that were achieved in relation to increasing the diversity of suppliers. The SC group also surveys
existing suppliers to gain information on those suppliers” own internal diversity programs. However,
this data has proven to be hard to collect because many of the vendors do not gather such information. !

At the national level, it has proven to be difficult to find diverse supplicrs because of the size of the
national contracts and the amount of materials that is purchased. For example, pipe suppliers must be
very large for them ro be able to fulfill the overall requirements of the American Water statc-operating
‘companies.
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Findings & Conclusions

Finding IV-22 The current procutement module of the ERP system is 12 veass old and
tacks significant amounts of capability that would be expected from a
state-of-the-art current application.

As with most computer technology, great strides have been made in the capability and speed of the ERP
procurement technology in the past 12 years. Capability and functonality have been significantly
enhanced thanks to improved software designs and more powerful hardware. Most importanty, current
procurement applications take full advantage of the greater efficiencies thar are offered by the use of the
Internet for procurement purposes. Such Internet-capable applications can greatly improve the
efficiency and speed with which the procurement process takes place. At the same time, they can
provide for much greater availability of relevant data and statistics. An additional benefit is that these
applications allow for a significant reduction in the amount of paper that has to be generated and dealt
with. e-Procurement, as it is called, is definitely the wave of the future. Implementation of a robust
procurement system that would avoid such tasks as the production of paper POs would improve and
expedite the procurement process. However, due to a lack of applicable data, a quantification of these
savings would not be valid. The AWWSC Procurement group is currently doing too much manual
work, which cuts down on the time that is available for performing strategic-sourcing-related tasks.

Addigonally, a contemporary ERP procurement application would be seamlessly integrated with the
materials management/inventory module, thereby allowing for direct transfers of data between the two
systemns. For example, when the inventory module detected an item in a storeroom that had fallen 1o a
stock level below its predetermined minimum level, it would, through the procurement module, develop
a recommended requisition order. This order could then be approved by the proper company
employee(s). This approval process would automatically generate a PO, which would be electronically
placed with the designated vendor. The process requires no paper and is very efficient and expeditious.
The current procurement application that is in place at PAWC and AWWSC has this functionality, but it
has never been implemented at PAWC or AWWSC.

Finding 1V-23 The use of preferred suppiiess under national contracis is not mandated
and likely is having a segative financial implications for the operating
companies as a result of not maximizing the use of suppliers that have
been subjected to a bidding and negotiation process,

Currently, the use of national contracts for purchasing equipment and supplies is basically a voluntary
practice. Neither the contracts with the vendors nor AWWSC procedures require that state-operating
companies, which perform the actual purchasing transactions, make use of the established national
contracts. Because these national contracts are the result of a formal bidding, evaluation, and selection
process, which is heavily based on pricing of the required items, it can be assumed that the prices
included in the contracts are very competitive in relation to the matketplace. Using vendors other than
these preferred vendors does not take advantage of this bidding/negotiation process. Therefore, the
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resulting prices could be higher than those that are included in the national contract. Most companies,
both utilides and other types of firms, require that their operatng organizations purchase items only
under their blanket contracts, with the exception of emergency or time-critical situations. Not doing so
negates the advantages gained from a larger company-wide contract, especially in terms of pricing.
Additionally, use of national contracts allows for enhanced monitoring of vendor performance and for

more expeditious resolution of the problems that are identified.

Finding 1V-24 The lack of PAWC-specific data that is collected in refation to the
procurement functon renders it difficult for the PAWC management 1o
evaluate and assess the effectiveness of that function’s performance at
PAWC,

The vast majority of the data that is collected by the AWWSC SC group is aggregated on either an

American Water or regional basis. Relatvely little data that is reported on is specific to the state-
operating companies such as PAWC. This aggregation of data “averages out” the performance results
and would not readily identify operational problems that were specific to a state-operating company.
Moreover, a company such as PAWC would have a difficult time in performing an assessment of the
operational efficiency and effectiveness of the procurement function that is specific to its localized
operations. The relevant raw data appears to be available through the existing data-collection systems; it
is just the presentation format that limits its usefulness. Such modifications in the reporting should not
be very difficult to implement and could result in large benefits to the state-operating companies
through their ability to identify and resolve operational problems and/or process efficiency and
effectiveness deficiencies.

Recommendations

Recommendation IV-21 Initinte a software identilicadon, selection, and evaluation process
for a new integrated procurement/materials management
application. (Refer to Finding IV-223)

Numerous vendors offer very robust procurement/materials management applications that run on the
latest and most powerful technology. The task is to determine which of the applications is the best fit
for the specific requirements presented by the American Water state-operating companies. Even among
the various companies, there will be differences in requirements. As such, an application will have to be
found that will be able 10 adequately address all of the various needs. In some cases, the business
processes of the individual companies may need to be modified, but this situation typically arises in an
ERP implementaton project. Representatives of AWWSC and the state-operating companies already
have recent experience in this process through the Standardized Technology Enabled Processes (STEP)

i
s
hx
i

program. This program was conducted to evaluate the implementation process for the SAP software

package.
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Recommendation IV-22 Evaluate in detail the impacts of not mandating the use of national
contracts with preferred vendors by the state-operating companies,
especially in terms of the financial impacts, and determine whether
mandating this practice would be beneficial to the operating
companies. (Refer 1o Finding IV-2.)

As stated previously, most utilities require that their operating groups purchase items only under their
blanket contracts, with the exception of emergency or ume-critical situations. The reasons for this
mandate are to standardize the purchasing process and to take maximum advantage of the prices that
are negotiated under these contracts. The use of the national blanket contracts is not voluntary, but
rather mandatory. AWWSC needs to work toward getting to this methodology of doing business.
PAWC reports that compliance with the use of national vendors for purchased items that are under
national contracts is 93.3%. However, PAWC also reports that compliance with the use of national
contracts for all purchases (for both those items that are under national contracts and those that are not)
is at 81%. This percentage could be improved, thereby resulting in financial benefits to PAWC (through
mechanisms such as volume pricing discounts). Not doing so results in a failure to take advantage of
the work of the SC group in obtaining the best possible prices with reliable vendors that can meet their
commitments. Because of the nature of the various state-operating companies, including PAWC, some
flexibility needs to be included in the policy for including lower cost alternatives. In a company that is
as operationally and geographically diverse as PAWC, special considerations may have to be given to
certain pasts of the company operations. These situations, however, should be the limited exceptions
and should include a bidding process where possible (L., a preset price for emergency assistance). The
recommended review should also be used as an opportunity to identify those specific material
purchasing situations that do not have established national contracts but should for reasons of cost
efficiency. A focus could then be put on establishing such national contracts for these identified
material purchases.

Recommendation [V-23 initiate a study 0 determine how best (o present the operational
and performance data on a state company basis and w evaluate the
potentizl benefits of such reporting changes. {Refer o
Finding IV-24.)

The ability to easily review operational performance data and results on 2 state-operating company-
specific basis would result in a better ability on the part of the individual companies’ {(such as PAWC)
management to evaluate the effectiveness of these operations in their state. This facility would apply to
both the operations that are conducted within the state-operating companies as well as those that are
performed for them by the AWWSC SC group. Such data would give the respective managers of the
state-operating company more state-operations-specific data. This information could then be used as
the basis for making informed decisions concerning the operations of the state company.
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Materials Management
Background & Perspective

Organization & Staffing

As of the end of December 2007, there is no designated Inventory or Materials Management group at
either AWWSC or at PAWC. The Supply Chain (SC) organization originally included an AWWSC
Inventory Management group until 2006 when that group was disbanded and the inventory
management function was transferred to the state-operating companies. This transfer was done based
on a decision made by the presidents of the regions to pull the inventory function back into the
individual operating companies. At PAWC, certain operations supervisors are designated to be in
charge of their storeroom’s inventory function. There are 31 storerooms that are maintained by PAWC.

Expenditures

Due to the fact that there is no centralized inventory management function at PAWC, there were no
available costs or expenditures associated with the operations of a Materials Management group. The
costs associated with the personnel who participate in the materials management function are recorded
as normal operating expenses for the operations department of which they are a part.

Major Business Processes

Because of the past lack of centralization and leadership in the materials management function at
American Water operating companies, including PAWC, there were no standardized procedures and
processes that were used across the company. Rather, it has been the designated responsibility of each
storeroom to maintain its inventory in the manner that it sees as being proper. An Inventory Management
Strategy for the American Water System was adopted on November 21, 2007. However, as it was
explained to Schumaker & Company consultants, it Is a strategy document, not detailed policies and
procedures as are required for standardization of operations. Also it remains to be seen if this strategy
will be enforced at all of the PAWC storerooms.

The only area where there is some company-wide standardization of inventory procedures is in relation
to the designation of iterns that are in inventory. Inventory part-type classifications include:

@ Sitocked parts — inventoried parts or supplies that are used on a regular basis.

$  Expensed items ~ primarily maintenance items that are not tracked in the inventory system and
are not included in the calculations that are done in relation to inventory turns.

Within the stocked parts category, there are three stock types that are used in the PAWC materials
management system, those being:
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% Stock C parts — These are chemicals that are inventoried.
% Stock D parts — This category is used for fuel.

4 Stock E parts — These are Inventoried parts that are used on a regular basis. These items are
tracked in the inventory system and are included in the inventory turns calculations.

Maintenance of the Parts Master File is the responsibility of the Fixed Assets (FA) group at AWYWSC.
The FA group is responsible for the following materials-management-related tasks:

¢ Updating of the Parts Master File to reflect changed part descriptions or specifications, which is
done upon receipt of requests for updates from the operating companies.

¢  Setup of new parts in the Parts Master File, which again is done upon receipt of requests from
the operating companies for new parts to be included.

¢  Coordination of the annual physical-inventory results and identification of the occurrence of
significant variances that are to be investigated by the storekeepers in the field.

¢ Production of reports relating to the Parts Master File.

Strategic stock, sometimes called emergency stock, 1s defined as items that must be maintained in
inventory despite very low usage rates. Such parts are long-lead-time, specialized items that would be
required if an emergency repair were to be required. In the opinion of PAWC representatives, the
potential exists for consolidating these items into fewer locations, thereby enabling a reduction in
inventory levels.

.

A listing of surplus or obselete inventory in each storeroom is no longer produced as it was when there
was an Inventory Manager in charge of inventory management functions. Rather, employees now have
to look at each individual storeroom to determine surplus levels. At PAWC, prior to 2007, an annual
request was sent to the individual storerooms by one of the operations supervisors. This request asked
for lists of obsolete items in each storeroom, but it is no longer done (due primarily to lack of time on
the part of the person who previously initiated 1t).

At 2007 year-end there was no standardization of part numbers in AWWSC or in PAWC across the
vatious storerooms. There is an established American Water Parts Number Cleanup Committee that is
a subcommittee of the American Water Inventory Strategy group. This effort has been in process for
about three years, and this committee has several established goals, including:

# Developing a standardized part-numbering system for use at all American Water operating
companies.

¢ Making consensus decisions as to which items are to be classified as Stock E (inventoried items)
versus malntenance itemns for American Water operating companies as a whole.

.® Developing a standardized part-numbering scheme to be used for new items.
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There is an ABCD inventory-classification system that is in use. The top 80% of items in terms of usage
are classified as A items. B items comprise the next 15% in terms of usage. C items arc defined as items
that have not been used in that storeroom in the past 12 months, but that have been used elsewhere in
the PAWC storeroom system during that timeframe. D items are classified as those that have not been
used anywhere in the PAWC storeroom system in the past 12 months. This ABCD analysis is

performed once or twice a year using the JDE procurement application by the AWWSC SC group.

Annual physical inventoties ate performed at each PAWC storeroom. The results are reviewed for
appatent discrepancies by the Fixed Assets group at AWWSC. Some of the storerooms also perform
informal cycle counts that are not adjusted for in the inventory database due to the existing software’s
lack of ability to permit daily inventory adjustments to be made. Rather, this cycle-count variance data is
used to identify items that need to be ordered. That is because there is no automated reorder capability
included in the JDE software that is used by PAWC.

A complete physical-inventory count of the Stock E items is performed in each storeroom at least once

per yeat, typically between September and November. This inventory count is performed in

coordination with the Fixed Assets group at AWWSC. Each storeroom has approximately a two-week

window of time in which to perform the physical inventory. The Fixed Assets group notifies each v
storeroom of its scheduled window and the local field operations management selects a date during the !
cycle to perform the physical-inventory count. On the designated date, the storeroom stops all activity

for the day, including physical receipt of deliveries, receipt of materials into the JDE application, and

any issuance, transfers, or other movement of goods. The storeroom location assigns personnel to

petform the physical count. The storerooms perform the physical-inventory count according to the

“Field Inventory Cycle Count” manual.

The responsible PAWC employee at each storeroom logs into the ]DE application and initiates the
physical-inventory count procedure by creating a physical-inventory count number. A physical count
sheet, which lists all of the parts with the description, is printed and distributed to the storeroom
personnel. The quantity of each part in inventory is not listed on the physical count sheet. Rathet,
_physical-inventory counts are performed “blind.” The supervisor/storekeeper/assigned employee
counts each part on his or her designated list, including materials on PAWC field operations tucks and
vans, and enters the number counted next to each part number and description. This count is witnessed
by an independent observer. After all of the parts have been counted and recorded on the physical
count sheets, the physical count sheets are signed by the counters and forwarded to the responsible
PAWC employee to be entered into the JDE system. Once the count numbers are entered into the JDE
system, a variance report is produced from JDE. This report identifies differences between the physical
count and the perpetual-inventory records. '

The local field operations manager reviews the variance report, and the physical-inventory count team

recounts parts that have significant unresolved differences to verify that their original count was
accurate. These counts are performed with the perpetual-inventory quantties listed on the physical-
inventory list. A PAWC employee then enters the adjusted counts into the [DE application. Remaining
variances will be printed on a new variance report. The recounts may be repeated two or three times
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until significant variances are resolved, if possible. The root cause of the remaining variances Is
researched and explanations are written on the variance report for significant remaining variances. The

local field operations manager reviews and approves the final JDE variance report.

The designated PAWC employee enters the final inventory count numbers into JDE for those parts that
were recounted. Once the physical-inventory count has been entered into the JDE application, the
physical-inventory sheets and the approved variance reports are forwarded to the Fixed Assets group.
This group is then responsible for posting the adjustments to the GL.

A physical cycle count of chemicals (stock C) is performed once per vear, typically between September
and November, in coordination with the Fixed Assets group. Each location that has chemicals is
required to perform the cycle count according to the “Field Inventory Cycle Count” manual. Upon
completion of this count, the results are forwarded to the Fixed Assets group for posting of the
adjustments.

A physical count of fuel (Stock D) is performed monthly. PAWC has two locations that have fuel
storage facilities, those being the service centers at Bethel and Hershey. Each location that has fuel is
required to perform the cycle count according to the “Field Inventory Cycle Count” manual. Upon
completion of this count, the results are forwarded to the Fixed Assets group for posting of the
adjustments.

The physical movement of liecms in PAWC includes the following forms of transactions:

Issuance of inventory to contractors

Issuance of inventory to contractors’ warehouses

Issuance of inventory to PAWC employees for new construction, repairs, and maintenance
Transfers between PAWC storerooms

Chemicals transactions

¢ T & ¢ % @

Fuel transactions
The following forms are used in the movement of materials and supplies at PAWC:

@ Materials Estimates Formr — This form contains the details of the scheduled work that is to be
performed. The contractor or PAWC employee uses this form as guidance as to the details of
the work that needs to be completed.

¢ Tap Order Form — Tap orders are used for new services installations. The tap order form
contains the address where the work is to be petformed, the G/L account coding for the work
to be performed, a sketch of the work to be performed, and a list of the service materials and
supplies that need to be issued for the job. Service materials and supplies are service parts that
are used to connect a water line to a property (i.e., copper tubing, meter pit setting, etc.).

¢ 271 Form ~The 271 form contains a list of all inventory items charged from stock or returned
to stock with the associated account coding for each materal.
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#  Contractor Invoives — PAYC is invoiced by the various contractors based on the amount of work
they have performed (i.e, feet of pipe installed).

¢ Daily Job Sheets — The job sheet contains detailed information of the work performed either by
PAWC crews or contractors. It includes the amount of parts and material used by type and the
date the work was performed. The PAWC Inspector completes this form and signs off on it.

The material usage and issuance data that is contained on these forms is entered into the JDE
procurement module. This data is used to decrement (or replenish in the case of returns of material to
the storeroom) the on-hand inventory balances that are included in the JDE database.

Materials are also issued to PAWC employees for new construction, repairs, and maintenance. Non-
service materials are issued directly from inventory to a job or are expensed to maintenance. To return
non-service material to the storeroom, a 271 form is prepared and is given to the designated reviewer
and approver. Service materlals can be issued from the storeroom or vehicle (rolling stock) directly to
the job, or they can be expensed to maintenance depending on their use. When service material is
maintained on PAWC vehicles, it rernains part of the storeroom inventory in the |DE application untl it
is placed into use. Field Operations employees can replenish their trucks at any time by requesting
service materials with 2 form, by making a verbal request of the storekeeper, or by retrieving the
materials and supplies directly from the storeroom and filling out the requisite forms. At the conclusion
of each service-installation job, when material is used from the vehicle rolling stock, the employee
completes a stock issue form (Form 271 or tap order). This form indicates all of the materials used for
the job as well as the associated accounting code for each item. The employee is required to sign the
stock issue form and submit it to the designated PAWC reviewer and approver (this person would
normally be a supervisor or inspector). The document(s) is then forwarded for review and entry into the
JDE application to decrement the on-hand balance mventory.

Afrer all tap order forms and 271 forms have been reviewed and approved, they are forwarded to the
designated Field Operations group’s administrative personnel for recording. The materials and supplies
are not relieved from inventory or issued back into inventory until the administrative personnel member
enters them into the JDE application. However, the policy at PAWC is that these orders are to be
entered within five business days. As they are entered at only a few designated locations and the data
must be wansmitted to these locations, the entry of data that decrements the inventory is by no means
timely and results in inaccuracies in the inventory on hand balance numbers. The administrative
personnel member writes the issue or return document number on the 271 form and indicates the JDE
document number. Such a notation serves as evidence that the goods transfer was entered into the JDE
application. The issuing and receiving function is Jocked by the AWWSC’s Fixed Assets group at
month-end during the closing period, which lasts approximately three to five days. During this time,
issuances and receipts are maintained unti] the beginning of the following month. The issuances and
receipts can then be entered into the JDE application. The Fixed Assets group is responsible for
performing the reconciliation of the perpetual inventory to G/L to vetify that the goods movement has
been properly recorded.
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There are two types of materials transfers between storerooms, those being:

% Intra-company transfers are transactions that take place berween PAWC storerooms. The intra-
company transfer is authorized by e-mail from the requesting storeroom to the transferring
storeroom. The transferring storeroom completes the 271 form and enters the transfer into the
JDE application. It then ships the requested material. The requesting storeroom inspects the
material upon receipt and, if material is refused, contacts the transferring storeroom.

¢ Inter-company transfers are transactions that take place between PAWC storerooms to/from
other American Water operating companies’ storerooms. The receiving company sends an e-
malil to request a transfer of inventory. The company releasing the inventory e-mails the Fixed
Assets group, copying the receiving company. This e-mail contains the part number,
description, quantity, from-the-storeroom number, from location (if applicable), and to-
storeroom number. This e-mail represents authorization of the inventory transfer. The
company receiving the inventory is to confirm receipt of the transfer with an e-mail to the
Fixed Assets group. The “to” storeroom number and the “to” location (if applicable) are to be
included in this correspondence. The e-mail represents authorization for the inventory receipt.
The Fixed Assets group, upon receipt of notification from both parties, processes an inventory
transfer. AWWSC will record the transaction only upon receiving an e-mail confirmation from
both the receiving and transferring storerooms. The requesting company inspects the material
upon receipt and, if material is refused, contacts the transferring company.

Chemicals are ordered as needed against a national agreement (blanket PO). Upon delivery to the
appropriate facility, the chemicals receipt documentation is entered into the JDE procurement
application by the responsible PAWC operations representative and is matched against the appropriate
purchase order (PO). At least once a month, an inventory cycle count is performed and issues are made
from inventory to record the quantity of chemicals used during the period. The monthly count and
issues from inventory are prepared and approved by the local Field Operations group. A full physical
inventory of chemicals is also performed on an annual basis

Fuel is received as needed at the appropriate fuel storage and distribution facility and is placed into
inventory. Once a month, a fuel-volume physical inventory is perfofnmd and the inventory is adjusted
as needed. Adjustrments to fuel inventory are prepared and approved by the local Field Operations
group. The approved adjustment is recorded into the JDE application locally and is then posted by the
AWWSC Fixed Assets group.

All inventory movements are entered into the JDE application by a designated Field Operations group
administrative personnel member. Only the designated administrative personnel have the ability to
enter inventory movements in the [DE application. Access to the JDE application is requested and
approved by the individual’s supervisor by completing a User Access Request (CAR) form. The
-completed UAR form is submitted to the system administrator in the PAWC Information Technology
Services department.
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Major Systems

PAWC is currently using the JDE Enterprise Resource Planning (ERP) procurement application, but
PAWC is not using the Distribution Requirements Planning (DRP) inventory module that is offered as
part of the applicaton. The JDE system produces four monthly inventory-related raw data reports from
the World Writer system:

1. Assets (on-hand balances of parts)
2. Monthly transactions of parts taken out of inventory

3. Cost per item in inventory {average cost of the item times the number of parts in inventory) for

each item in each storeroom

4. Monthly transactions of parts received into inventory (both item quantities and dollars}

An Inventory Scorecard Report and a Summary Report, which are based on the above raw data that is
extracted from the JDE system, are produced by the SC Procurement group. The data in the raw-data
reports is not easily available online, and therefore one would have to contact the Fixed Assets group to
get current version of this information. The Fixed Assets group also has inventory-related functions in
relation to the ownership and maintenance of the parts-number listing and inventory-level dara.

The AWWSC SC group maintains two Access databases that are inventory related and are populated
with the raw data that is extracted from the JDE system. One contains information on the various
storeroom facilities. ‘The other contains item-related data, such as part numbers, part descriptions,
min/max information, ABCD analysis, and part classifications.

These Access databases and the JDE raw data are then puliled into an Excel spreadsheet that was created
about three years ago by a consultant. The spreadsheet, which is produced on a monthly basis, contains
six sections, as follows:

1. Aninstructional page

2. A high-level overview of the inventory turns for the month by region, state, district, and storeroom —
This data 1s not presented by item number, but rather by the following inventory categories:

~  Pipe turns
- Non-pipe turns
- Chemical turns

3. A graphical presentation of the inventory turns data that was presented on the second page,
showing historical trends in the inventory turns for the last approximately 18 to 24 months.

4. A darabase page that calculates what inventory items each storeroom has that are over its
designated maximum-inventory on-hand balance level — this report includes only overages, not
shortages. Its data is classified according to three categories: within maximum (max), slighty

over, and over by a large amount.
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5. Detailed information on parts, part numbers, part classifications, mmnimums (mins), magimums
(maxs), recommended levels (usually basically an average of min and max), on-hand balances (in
quantities and dollars), identification of parts that are below their listed mins, calculation of the
dollar amount in inventory for each item, etc. (INote: PAWC does not identify or track safety
stock levels per se, but rather uses mins as a substitute.)

6. Inventory turns detail, including monthly demand, quantity on hand, and turns by item by storeroom.

These reports are posted on the American Water QuickPlace Intranet site, where they are accessible to
designated employees.

From the above data, another set of monthly reports is created. These reports present summarized
inventory-turns data on a state-by-state basis. Such reports include three numbers for each state:

¢ Month-end on-hand inventory in doliars.
#  Demand during the month in dollass.
%  Summary of total monthly inventory turns for the state.

‘I'his summary report goes to managers and the individual storekeepers. It also contains the same set of
three numbers, in an historical sense, for the last twelve months. While this report can be run by

request at any time, it is generally only run at year end and is very seldom requested more frequently.

An internal audit of selected aspects of the inventory functon was completed in November 2005 by the
American Water Internal Audit Services group. As stated in the audit report, the purpose of the audit
was to review and evaluate the adequacy, effectiveness, and efficiency of internal controls and to
determine compliance with corporate and regional policies relating to billing, payroll, and fleet vehicle

management. The audit scope for the inventory portion of the internal audit was statewide. The final

audit report included negative tindings in relation to the following topics:

¢ “Informaton in the inventory database is not complete or accurate.”

¢  “There has been no analysis of Inventory quantities for excess and obsolete items and there is

no written inventory management plan for reducing excess and obsolete inventory.”

Findings & Conclusions

Finding IV-23 Based on the numerous inventory procedutes and systems deficiencies
that were identified during the course of this audit, it appears that the
inventory duta and caleulations that are produred by PAWC are inaccurate
w0 some extent.

With the number of significant deficiencies that were identified in the inventory procedures and systems
(such as a lack of standardized policies and procedures, deficiencies in storekeeper training, and
differences among the storerooms in the physical security measures used), it would be hard to conclude

81712008 : k Schumaker & Company 0



MAS REPORT2 - VOL 1
CAUSE NO. 43680
Page 236 of 306

184

that the inventory numbers that are in use every day at PAWC are accurate. A similar conclusion was
reached as a result of an internal audit that was conducted in November 2005, which stated that
“Information in the inventory database is not complete or accurate.” Because the inventory procedures
and systems that are in place at PAWC are not significantly different from or improved upon since 2005,
Schumaker & Company has found that this conclusion is still correct.

Due to a lack of overall data that is maintained and in light of the data collection techniques and systems
that are used, the accuracy of the following data that was provided to Schumaker & Company, especially
the data related to inventory turn rates, is highly suspect. (See Finding 117-26.) Exhibir IV-33 displays
PAWC’s inventory values, by type, for 2003 to 2007 as provided by PAWC.

Exhibit IV-33
PAWC Inventory Levels by Stock Type
as Reported by PAWC
2003 ro 2007

$3,000,000 e
52,500,000 . -
$2,000,000 1 - ] L
S] )500)000 Lo s e PR -
$1,000,000 1 = — -
$500,000 - e — -
50 - v
2003 2004 2005 2006 2007
@ Stodk C - Chemicals $606,734 $586,915 $792,609 $851,058 $1,024,439
B Stok D - Fuel $29,448 $36,151 $45,991 $£58,903 -~ $49,131
O Stodk E - T&D Matedals | $2,731,952 52,948,750 $2,226,652 $2,020,309 $2,519,236
Total $3,368,134 53,571,816 $3,065,252 $2,031,170 $3,592,806

Source: Information Response 858

It should be noted that the Schumaker & Company analysis of the inventory levcls identified a
discrepancy benween two pieces of documentation related to inventory levels that were provided by
PAWC. To be exact, the inventory levels that were reported for EOY 2005 were different by $63,000.
In response to an inquiry for an explanation, PAWC management stated that it believes the discrepancy
ts due to closing the books for year-end early in December for the years 2003-2005. PAWC
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management further stated that it was unable to reconcile the difference, bur believed the reports used

to provide a response to information.response 321, which came from the inventory accounting system,
was not run at the exact time the books were closed in 2005. Conversely, information used in PAWC’s
response to information response 858 came from the JDE financial software, which serves as the basis
for amounts appearing on the balance sheet.

Exhibit IV-34 displays PAWC’s Stock E inventory turn data for 2004 to 2007, as reported by PAWC.
(The first year PAWC began tracking inventory turns was 2004; also, pipe was not included in the
calculation untl 2006.) No data is available for Stock C or D turns, as PAWC does not track this data.
The formula that PAWC uses for calculating inventory turns is 12-month running demand divided by
month-end inventory level, which is the industry standard calculaton methodology. Again it must be
stated that the accuracy of the following data is suspect due to inconsistency in the data collection
procedures and the absence of a viable and fully functional inventory management computer system.
This accuracy problem is demonstrated by the extreme increase in the inventory turns data between
2005 and 2006, although part of this increase was explained by PAWC as being due to the fact that prior
to 2006, American Water Companies, including PAWC, did not include distribution piping in the
inventory turns calculation. However, Schumaker & Company consultants have never before seen
mventory turns that were this high at any of the many utilides that we have previously audited. This
observation, combined with the operational problems presented by inadequate inventory data collection
and monitoring computer systems and the overall lack of materials management procedures and
oversight, leads to even more reason to question the veracity of this data.

Exhibit IV-34
PAWC Stock E Inventory Turns
as Reported by PAWC
2003 to 2007
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Source: Information Responses 319, 856, and 857
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Again Schumaker & Company consultants identified discrepancies in the Inventory tarns data between
two docurnents that were supplied by PAWC. In response to an inquiry concerning this, PAWC replied
that they belicved that this was also due to timing errors related to the tmes that the reports were run.

Excbibzr IV-35 illustrates Stock E inventory turns by warchouse for 2004 to 2007, as supplied by PAWC.
Again, this data is highly suspect for the reasons that were stated above.

Exhibit IV-35
PAWC Stock E Inventory Turns by Warehouse
as Reported by PAWC

2004 to 2007
2005 2006 2007

- District Dec-04 | Dec-05 | Targers | Dec-06 | Targets | Dec-07 | Targets
PENNSYLVANIA 189 289 5.05 15.31 650 10.50 14,88
PA- ABINGTON 6.65 11.07 14439 23.62 2250 14.49 2335
PA- BANGOR 1.18 4.82 3849 . 15.01 .46 26.32 11.50
PA-BERWICK 0.92 0.58 H 9% 6.62 108 3.87 3.25%
PA- BROWNSVILLE 1.06 6.92 235 63.14 §i.47 23.03 31,38
PA-BUTLER 2.62 3.96 16.62 597 3.82 §2.005
PA- CLARION -0.12 7.02 17.53 1243 2.44 134
PA- COATESVILLE 1.32 1.33 4.59 348 5.10 4.0
PA- FRACKVILLE 1.80 1.15 543 370 294 4,30 '
PA- HERSHEY 3.30 248 14.67 G55 10.16
PA- INDIANA 1.18 3.32 21.75 673 B.29 .
PA- KANE 2.10 3.93 27.24 2,400 11.37 410
PA- LEHMAN PIKE 2.09 4.60 62.09 350 18.28 XS 1
PA- MCMURRAY 1.53 2.57 28.80 7.7 17.00 }
PA- MECHANICBURG 2.80 3.23 16.52 1157 13.30
PA- MILTON 1.53 5.24 11.41 .40 7.80
PA- MON VALLEY 3.29 3.22 B 19.63 £.16 26.67
PA- NAZARETH 1.94 12.34 1A E] 40.19 16,98 25.00
PA- NEW CASTLE/ ELLWOOD 2.42 4.01 3.3 27.67 442 18.35
PA- NORRISTOWN 3.81 4.05 : 30.87 345 23.57
PA- PEHLIPSBURG - 2.04 7.47 16,14 14.54 18.74 .
PA- PITISBURGH 169 | 193 8.68 3,95 7.70
PA- POCONO 1.48 18.16 6830 | 1951 19.37 50
PA- ROYERSFORD 417 7.27 17.65 6.24 34.74 L1
PA- SUSQUEHANNA 2.61 4.05 24.88 6.00 4.2
PA- UNIONTOWN/ CONNEJ.LSVILLIE 1.56 6.24 4,32 61.98 24.94 314
PA- WARREN 2.32 1.11 TG 7.59 1.70 825
PA- WILKES BARRE/ SCRANTON : 2.06 2.89) .08 11.70 7.99
PA- WYOMISSING 0.29 6.22 .55 12.01 15405 0
PA- YARDLEY 0.96 1.59 453 0.92 5.81 G}
PA- GLENN ALSACE N/A N/A N/A N/A N/A 29.78 N/A
PA- POCONQO SEWER N/A N/A N/A N/A N/A 21.83 N/A
PA- PUNXSUTAWNEY N/A N/A N/A N/A N/A 276 N/A

Source: Information Responses 319 and 856

;
h
¥
i

Many factors can influence the turn rate from one warehouse to the next. According to PAWC
management, an explanation of variances would require significant inventory analysis; therefore, it was
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not provided. PAWC management did provide some general statements that were made to support the
fact that differences occurred. Specifically, PAWC management stated the following:

# The turn rate is much higher in areas with low maintenance requirements and high project
requirements, which would cause the stocking locations to keep a relatively small amount of
normal O&M inventory on hand, but sull have a large demand for materials to be used on
projects.

#  Pipe sizes located within the territory served by each warehouse are different, thereby a territory
system that has a large range of pipe sizes is required to keep a larger amount of inventory on
hand. Having this larger amount of matetials in inventory increases the dollar value of the
inventory at such a location and therefore decreases the turn rate.

An inquiry was made to PAWC concerning an explanation of the reason that most of the warehouses
experienced higher turn rates in 2006, then these turn rates dropped again in 2007. PAWC responded
that early in PAWC’s 2005-06 inventory reduction initiative, individuals responsible for inventory levels
at the local warehouses reduced levels to achieve higher targeted rurn rates. Experience demonsirated
that the levels were too low. Also, during this time, delivery lead times for certain stock items increased
significantly. Consequently, adjustments were made to balance operational requirements and fiscal
responstbility and, as a result, Stock E balances increased and inventory turns decreased.

Incorrect operational data makes running a viable and efficient materials management operation all the
more difficult. When actions and conclusions are made based on inaccurate data, in many cases, the
resulting actions also tend to be incorrect. Data accuracy in the inventory function is an essential
requirement of being able to run an effective inventory system, be it in a utlity, a manufacturing firm, or
any other business operation. Commonly-accepted materials-management best practices place great
emphasts on the accuracy and integrity of the data that is used to manage an inventory function.

Finding IV-26 The inventory management computer systems that are currently in use are
very out of date und the data that is collected is by no means sufficient to
maintain proper control of inventory.

PAWC does not use a company-wide, integrated inventory-management computer application. As of
the end of 2007, PAWC was using a 12-year-old version of the JDE procurement application as its
materials management system. While such 2 module does have some inventory-monitoring capabilities,
they are very limited at best. What’s more, théy require numerous workarounds and additional
computer programs to be able to function as even a very minimal materials management system. This
limitation results in a lack of both accurate data and detail on the inventory as well as a severe lack of the
operational features and functionality that would be included in 2 contemporary ERP materials
management module. This deficiency is critical in nature and has a significant deleterious impact on the
ability of the PAWC materials management function to properly support the operations of the Field
Operations groups.
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Because PAWC does not use 2 company-wide, integrated inventory-management computer application,
it is difficult to tell at this time what its inventory levels should be. Using the levels shown in

Exhibit 1133, Schumaker & Company believes that PAWC should at least be able to reduce its Stock E
— T&ID Materials inventory levels to $2,100,000, approximately what it experienced in average between
2005 and 2006, as a result of improved and timelier information on inventory levels at each location.

The use of an integrated inventory management system {which we have been told American Water has,
but PAWC does not use) would likely allow PAWC to reduce its inventory levels from those recorded
for 2007. Based on achieving a $2,100,000 Stock E inventory level, PAWC would be able to reduce its
Stock E inventory valuation by approximately $400,000 (difference between 2007 level and $2,100,000),
a one-time savings. Assuming 25% inventoty carrying charges (which is the general industry standard),
PAWC would also be able to reduce its annual costs by approximately $100,000 (25% x $400,000).
While PAWC has stated that in 2005 and 2006 it experienced operational problems when running at
“these inventory levels, the implementation of an integrated inventory-management system should allow
PAWC to achieve these levels and operate with few problems due to the significantly improved
availability of accurate and timely inventory information.

Finding 1V-27 There is no centralizution or leadership in the materdals management
function at American Water operating companies, including PAWC,

There are no clearly defined levels of authority or designated responsibility for the management of
inventory at PAWC. As a result of the Supply Chain group having no responsibility for inventory
management and control, there is no central point of inventory management and focus within AWWSC.
Rather, this functon is left to the responsibility of the individual state-operating companies, with
essentially no guidance. This is also true at PAWC with the exception that one of the Network
Operations supervisors has taken it upon himself to oversee some of the activities of the various
storerooms. However he has no designated authority to force that correction to procedures and

processes to be made at the individual storerooms outside of the Pittsburgh district. (He has been given
this authority in that district, but it is still on a part-time basis due to his having other assigned
responsibilities.)

In the past, this Network Operations supcﬁ'isor performed more inventory-related functons such as
producing a listing of surplus or obsolete inventory based on data that was sent to him by the individual
storerooms. However, because of his time constraints, he has had to curtail these activities. As such,
there is now no listing produced of these obsolete items within PAWC.

The lack of designated management of the materials management function at both AWWSC and PAWC
has resulted in each storeroom performing its assigned functions in the manner it best sees fit.
Inspection of several storerooms performed by Schumaker & Company consultants found a wide range
of daily operating procedures, housekeeping, and physical security measures for the inventory as
employed by the individual storerooms.
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Finding IV-28 No standardized, compreliensive inventory-management policies and
peed 3 P4 &
procedures exist for either American Water in general or for PAWC,

In response to the Schumaker & Company request for copies of the “materials management, inventory
and warehouse/stores procedures manuals,” two documents were provided, those being:

% A copy of the “2006 Sarbanes-Oxley 404 Program Process Narrative,” which was last revised in
March 2007 — At just six pages in length, this document provides only an overview of portions
of the inventory process that was developed to satisfy the requirements of the Sarbanes-Oxley
Act. It does not contain nearly the amount of detail that would be found in a good set of
materials management procedures. For a company the size of PAWC, it would be expected
that 2 comprehensive materials-management procedures manual would be quite voluminous.
Only a reference document of such mass would allow for the presentation of a sufficient level
of detall as required to perform the materials management function in a standardized and
comprehensive manner. Also, because it is not in the format of a procedure, referencing and
locking-up procedures requires a manual scan of the document for the topic of interest.
Moreover, revision control can be applied only to the document as a2 whole.

# A copy of an American Water PowerPoint presentation on the topic of “Inventory Cycle Count
Training” — Unfortunately, the presentation is completely based on how to conduct cycle
counts using the JDE Distribution Requirements Planning module that PAWC does not own.
Therefore, it is of no use to PAWC. Additionally, because it is presented in the format of a
presentation rather than a structared procedure, it is essentially useless for reference and lookup
purposes. And because it is not in the form of a procedure, revision control and recording
would be impossible.

Hinding IV-29 lasufficient inventory-skills training is provided o storeroom personnel,

The PAWC employee who is responsible for the operation of the storerooms is generally a supervisor in
the Network Operations group who handles the function on a part-time basis. Upon being given these
responsibilities, no formalized training program, either internally or externally, was provided to instruct
these former field operations personnel in the proper procedures to be followed in maintaining and

tracking the inventory. Rather, training is done on an informal basis by someone who has some
“limited” knowledge of the function.

Finding IV-30 These iz currently no standardization of part numbers across the PAWC
storerooms or American Water operating companies ig general, although
this situation is being reviewed at the current time,

An AWWSC Part Number Standardization Committee was established in 2006 and has been working
on the development of a standardized part-numbering scheme that is to be used across all American
Water operating companies. As of December 2007, this effort was still in progress. When this effort is
completed, PAWC should be an early adopter of this part-numbering format. In that way, it would
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eliminate many of the problems and much of the administrative work that results from having a non-
standardized part-numbering system. This adoption will facilitate the ordering of items, improve
communication between stockrooms, and is essential if an ERP materials management application is to

be implemented.

Finding IV-31 There are no inventory grid systems in the PAWC swarercoms, making the
b= B B %
Iocation of pans difficult and tme consuming for those who are not
familiar with the inventory lavout at that particular storeroom.

An inventory grid system (row, rack, and bin) is critical to the efficient functioning of a storeroom.
While the primary storekeeper may know the locations of items, others who need to find parts would
have a hard ume locating them without a grid locator system and clear labeling of the physical rows,
racks, and bins. Additionally, the lack of an inventory grid system presents the opportunity for “losing™
parts that are put in a different location than normal or parts that are not used on a regular basis. The
current software system that is used for materials management will not support the identification of item
locations as it does not have that functionality. However, a contemporary ERP materials management
module would certainly have this capability.

Finding IV-32 There is no standasdized, formal cycle~counting program in place.

Each storeroom is left to decide whether and how to do cycle counting. There should be a standardized
procedure and frequency for this process that is to be followed by all of the storerooms. Because the
current materials management application does not support cycle counting, a temporary workaround
would have to be developed for this process until a new ERP materials management module was

implemented.
Finding IV-33 PAWC does not have a mechanism to identfy and repont on material thae

is obsolete or held in excessive quantities.

The identification of obsolete #nd excess material is at best difficult. Because such an obsolete/excess
analysis has not been performed since at least 2006, when the AWWSC Inventory Management group
was eliminated, it is fair to assume that there are significant quantities of obsolete/excess material in
some, if not all, of the storcrooms. This obsolete/excess material is truly a waste of money in that it has
to be maintained and counted with no resulting benefit. It also takes up valuable inventory storage
space In the storerooms. Without a computerized analysis and report of inventory movement, this
identification process would be manual and difficult to undertake. Additionally, there should be a
standardized inventory-management plan that addresses how to deal with this topic. Unfortunately, no
such plan exists, and without the data, it would be almost impossible to petform anyway.

It should be noted that the internal audit of the inventory function that was conducted in 2005 that
identified the existence of this problem.
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Finding IV.34 Maintenance items are not inventoried and therefore can only be
reordered based on visual inspections,

The current materials management application is not being used for those items that are labeled
maintenance items, despite the fact that such items were relatively numerous in the storerooms that

Schumaker & Company consultants visited. Therefore, the on-hand balances of maintenance items
must be determined through visual inspection. Such visual inventory monitoring is fraught with the
potental for errors and this practice could result in stockout situations.

Finding 1V-35 The strategic parts inventory conld be reduced for PAWC by consolidating
them into a few strategic inventory locations.,

Strategic parts are those that are used on an infrequent basis, but are necessary for emergency repair
situations. However, this necessity does not mean that all of the parts have to be stored in all of the
storerooms. Rather, a few storerooms that are geographically diverse could be designated as the
repositories for these parts. Then, all of the strategic parts could be centralized in these locations, which
should present an opportunity for reducing the numbers that are kept in inventory. When a need for
these parts atises, the required parts would be shipped, by whatever means necessary, to the location
needing the parts. Based on the geographical diversity of the centralized strategic parts storerooms, this
storage strategy should resultin a delay of only, at most, a few hours. Because the requirement for these
patts is very infrequent, this minor delay is a worthwhile tradeoff for being able to reduce an expensive
portion of the PAWC inventory. Furthermore, most delays in part arrivals would occur concurrently
with preparatory work at the work sites.

Finding IV-36 Inventory maintenance and control is inconsistent across the PAWC
storerooms and the control of inventory was observed to cover the mage
from inadequate o sufficient,

Proper inventory maintenance and control is the result of several factors, among thern:

#  Ability to track the inventory levels and movements in an automated fashion.

$  Proper physical security in the storeroom to guard against items being taken from inventory
without the proper paperwork/data entry and shrinkage.

¢  Consistent adherence to proper inventory-control procedures including item receipts, item

transfers, item issuing, and cycle counting.

Observation at several storerooms by Schumaker & Company consultants found that adherence to the
above tenets was very inconsistent. While some of the storerooms appeared to have a reasonable level

of inventory control, others were seriously lacking in this regard. Much of this problem is the result of a
. lack of proper, standardized inventory-control procedures, deficiencies in the training of the
storekeepers, and a seriously deficient materals management computer system.
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Finding IV-37 The vast majority of the storerooms that were visited by
Schumakes & Company consuliants did not have a computer terminal in
the sioreroom areg; sathes, data entry and lookup were the responsibility of
an administeative person in the each of the service center front offices.

Contemporary materials management best-operating practices call for computer terminals to be located
in the storeroom area. They also mandate that data entry be done by the person who is responsible for \
control of the inventory. This storeroom location provides several advantages, including:

¢ Significant reducton in the number of inventory transactions that are not enrered (or entered
improperly) into the system — It has been found that if the computer is right there at the point
of transactions, there is a much better chance of the data being entered in a timely and accurate

mannet.

% More incentive for the consistent use of the computer terminal by the storekeeper and a greater
requirement that he/she learn how to use the system properly.

4  Elimination of transcription or interpretation errors due to having an employee who is not part
of the materials management operation performing the data-entry function based on hand-
written detail of the transactions.

Each of the above items would serve to render the materials management operation more consistent
and accurate. With the advent of a new materials management application, these local computer
terminals will be an absolute requirement.

Finding IV-38 {inder the current procedures, rolling stock {that being the inventory that

is carried on the field operations teucks) is tracked as part of the on-hand
balance of parss.

The on-hand balance that is shown on the existing computer system is composed of the items that are
stored in the matetials management bins and the items that are carried in trucks. Inventory items issues
are not recorded at the time the matrerial is taken out of the storeroom. Rather, the on-hand balance
inventory is decremented with the completion and closeout of a work order (which contains a parts list).
In the numerous materials management reviews that Schumaker & Company consultants have
performed, we have never seen this type of operational procedure before. Standard operating practice is
to decrement the item on-hand balances at the time material is issued from the storeroom. The current
PAWC procedure presents many problems, among those:

¢ The amount of material that is on the storeroom shelves is not reflected accurately in the
current materials management application. That is because the on-hand balance numbers
include the rolling stock and rolling stock is not easily located when needed. This inaccuracy
leads to a requirement for reordeting to be done on the basis of visual inspections rather than
computer-generated data. The visual-inspection method of inventory control presents
significant problem in terms of the possibility for stockout siruations to occur and is very
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manual in nature.

% In order to do a physical inventory (which is done on an annual basis), all of the rolling stock
must be counted. This task requires that the inventories be done at night while the trucks are in
the garage. Having to inventory stock in muluple trucks increases the possibility for errors in
counting. Italso makes the physical inventory process much more complicated and time
consuming. Furthermore, it makes cycle counting essentially impossible.

¢ If a work-order materials list contains inaccurate information as to the material that is required,
inaccuracies in the computer system’s on-hand balance numbers will result from improper

decrementing of inventory.

This method of tracking inventory is franght with problems and should be modified to a more standard
method of operation.

Recommendations

Recommendation IV-24  Perform an internal audit of the inventory data that is produced and
used by PAWC to determine the accuracy thereof, {Referto
Finding [V-25)

Performance of an internal audit is the best means to determine if a problem exists with the inventory
data that is produced and used by the various PAWC storerooms. Such an audit would also gauge the
severity of such data inaccuracies if they are, in fact, identified. Itis the recommendation of .
Schumaker & Company that such an audit focus on a wide range of the PAWC storerooms due to the
inconsistencies in operations that were identified. It is our belief that the data at some of the larger
storerooms, such as the Bethel facility in the Pittsburgh District, will be réasonably accurate thanks to
the attention to procedures and details that was observed at that facility. However, the smaller
storerooms that are often run by employees who do not have significant experience with or training in
materials management would be more likely to have data compromises and accuracy problems.
Schumaker & Company consultants observed more inconsistencies at the small PAWC storerooms than

at larger facilities.

Recommendation IV.25 Initiate an ERP matedals management module evaluation and
selection process with the intention of identifying a fully integrated
ERP application that would serve the needs of the PAWC materials
management funcrion. {Refer to Finding IV-26.)

This materials management application evaluation and selection process should be performed as a part
of an American Water-wide initiative to identify, evaluate, and select an ERP software package that
would satisfy the needs of all its operating companies. While PAWC could, theoretically, puschase a
standalone, off-the-shelf materials management package, such a package would not serve the
requirernent of having integration between the procurement module and the materials management
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module. This programmatic link and the ability of each program to provide data to the other are critical

to the efficient and effective operations of the materials management function. While an integrated

procurement and materials management module could be purchased and implemented, it would

certainly be more beneficial if it were part of a full ERP package. That benefit, again, is derived from the

integration among all of the modules, particularly with the financial and workforce management and B
planning modules. B

Recommendaton 1V-26 Establish a central point of management and responsibility for the
materials management function at both AWWSC and PAWC.
{Refer to Finding 6-6.)

Schumaker & Company consultants have never previously reviewed a utlity organization that did not
have centralized management and control of the materials management function. As a matter of fact,
this centralization is normally a major point of focus for most utilides. Without standardization and
discipline of the materials management function, the operation of the company can be expected to

suffer from both an operational and a financial perspective.

Therefore, it is very important that PAWC and AWWSC establish this formal, centralized materials
management structure on a priority basis. Not doing so presents a major risk factor in their operations.
The primary focus of this Materials Management group would be to develop and enforce a standard set
of procedures that would be used to guide and control the operation of the various storerooms across
all of the American Water operating companies. Additionally, a materials manager should be named or
brought onto staff at PAWC. It would be the primary function of this employee to ensure
standardization of the storeroom operations within PAWC. For a company as geographically divetse as
PAWC is, this standardization on the proper way to handle the materials management function is even
more critical. Additionally, this materials manager would be responsible for monitoring the results
achieved by each of the storerooms and for addressing any performance issues that were identified.

Recommendation IV-27 Develop a comprehensive and detailed materials management
procedures manual that is specific 10 PAWC, (Refer o
Finding IV-14)

Such a comprehensive and detailed materials management manual would serve numerous purposes,
inchuding the following:
# It ensures the standardization of processes across PAWC.

# Itwould be very detailed and written in cookbook fashion to allow it to be used as a step-by-
step guide to performing various material management procedures in the proper manner.

¢ Itcan be used as a reference guide for existing employees who are unsure of the proper method v
of performing a task. |

¢  Itwould provide lookup and indexing capability, thereby making it a quick and easy reference
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tool.

# Itwould be written in a manner that was specific to the unique situaton and operating
environment of PAWC, thereby ensuring applicability in all sitvations.

¢ It would provide the capability to revise and track revisions to the procedures in the future.

# It can be used for the training of new employees.

Developing such a manual is a very significant undertaking, but the benefits to be derived from its use
are also significant. This significance especially holds true in a situation like that of PAWC, where a
major emphasis is standardizing procedures across the diverse geography of the company in
Pennsylvania: Itis important that it be written in standard procedural format to allow for a step-by-step
description of the included procedures and for proper revision control to be implemented.

N

Recommendation IV-28  Establish a formalized tsining program at PAWC for the personnel
who have been designated as being responsibie for the materials
management function at the varfous storercoms. (Refer to
Finding IV-29.)

Such training could be done on either an internal or external basis. The important consideration Is that
it be done in conjunction with a set of standardized procedures that are specific to PAWC. This effort
should serve to ensure that standardization of materials management procedures Is achieved at all
PAWC storerooms. A series of refresher courses should also be established that would be held on a
regular basis for existing storckeepers to reinforce their knowledge of proper operating procedures and
to educate them as to new procedures and/or systems that had been putinto place.

Recommendation [V-29 Adopt and expeditously implement at PAWC die standardized
part-number format that is being developed by the Pan Number
Standardization Committee. (Refer wo Finding IV-30.)

As stated previously, implementation and use of a standardized part-numbering system will facilitate the
materials management function at PAWC by facilitating the ordering of stock items and by improving
the ability of stockrooms to communicate with each other. Additonally, such a standardized numbering
system is required to perform a full ERP materials management application implementation and will
permit the software to be used to its greatest advantage. PAWC should expedite the adoption and
implementation of this part-numbering scheme to the greatest extent possible as it will render immediate
benefits to the operation.
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Recommendation 1V-30 Design and implement g standardized Inventory-gnid location

system at all PAWC storerooms, {Refer 1o Finding [V-31)

An effective inventory-grid location system is not difficult to design or implement in smaller storerocoms
such as those that are used by PAWC. A logical layout of the numbeting system and clear marking of
the physical bins are keys to making the system work effectively. A master design should be developed
concerning location-ideniification nomenclature that would be used by all of the storerooms. The
individual storerooms would then decide how to apply this system to their particular storeroom, because
all of the PAWC storerooms have different physical layouts. Also, a standard-location labeling practice
should be developed and implemented to ensure that the labeling at all storerooms is as legible as
possible. These locadon and labeling protocols will have to be implemented and used before an ERP
materials management module is put into place. Because the current PAWC materials management
software does not have the capability to handle this information, a relatively simple spreadsheet could be
developed that would contain this information for each storeroom. Having this data already developed
and available would certainly facilitate the implementation of an ERP materials management module.

Recommendation I'V-31 Develop and implement a standardized procedure for performing
eyele counting that is 1o be used at all storerovms. {Refer 1o
Finding IV-32.)

A standardized procedure will be a requirement at the time of the implementation of a contemporary
ERP module. While the process would have to be temporarily manually driven, it still could be
standardized to some extent in determining what and how many items should be counted and how
frequently they should be counted.

Recommendation 1¥-32 Dievelop an inventory management plan that addresses how 1o
identify and handle obsolere and excess materind. (Refer to
Finding IV-33.)

It would be beneficial for PAWC to develop an inventory management plan to address the subject of
obsolete and excess material. Despite not currently having an automated program that identifies this
material, it would be good to have this plan in place for the time when a contemporary mategials
management application is implemented. That way, it could easily be put to use at that time.

In the interim, it may be possible in some cases to use the “dust test” to identify very slow-moving
material. This test involves nothing more than identifying items that have accumulated significant
quantities of dust. These items could then be checked through the Supply Chain group to determine

whether they are still active and being purchased. While this procedure is, at best, a stopgap measure, it
would still be better than no program at all.
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Recommendation IV-33 Incorporate maintenance items into the current materials
management application to gain better inventory control over these
ttems. {Refer to Finding IV-34.)

While maintenance items are not as critical to the operation as stocked parts, they still can create b
operational problems if a stockout situation occurs. Including them into the materials management :
application will also avoid having to perform constant visual inspections to determine whether a reorder

is required. Again, with 2 contemporary ERP materials management module, these items would be

included in the inventory. As such, it is better to add them to the system in advance to facilitate later

implementation into a state-of-the-art materials management system. While it is likely that

implementation of this recommendation may require some additional resources, it can be expected that

the economic benefits that would be achieved, in terms of improved inventory control and operational B
petformance, would outweigh the additional costs.

Recommendation IV-34 Establish a system of a few centralized storerooms that are to be
used for strategic parts storage, {Refer to Pinding IV-35)

A few (two or three) storeroom locations across the PAWC serviced territory should be selected based
on their centralized geographic location in relation to other districts in their part of the state. These
locations would be designated as storage locations for strategic parts and all of the strategic parts
inventory would be transferred to them. After the parts have been aggregated, decisions can be made,
based on historical usage (if this data is available) or accumulated knowledge of the operations groups,
as to how many of the parts should be kept on hand to properly service that portion of the state. The
excess parts should be disposed of in whatever is the most financially beneficial manner. In the future,
when a need for any of these strategic parts arises, which is infrequent, they can be shipped or
transported on PAWC vehicles to the requesting location.

Recommendation IV-35  Implement a program at PAWC 1o standardize the inventory
maintenance and control procedures across the PAWC storerooms,
{Refer to Fiading 0-15))

While some of this standardization will result from the implementation of a new materials management
application, other items (such as physical security in the storerooms and knowledge of proper
procedures by the storekeepers) will need to be reviewed and addressed separately. This review and the
resulting procedural changes should be applied in a consistent manner across all of the PAWC
storerooms to ensure standardization.
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Recommendation IV-36 install computer terminals in secure focations at all of the PAWC
storerooms. (Refer 1o Finding IV-37)

The standard practice in contemporary materials management is to have the warehouse/storeroom
personnel be responsible for the entry of data in relation to inventory transactions. This centralization

of responsibility empowers the warehouse/storeroom personnel with complete control over the

integrity of the inventory for which they are responsible. It also makes it necessary that they learn to use
the inventory management software and become knowledgeable of its functionality. At the same time,
it serves to eliminate the errors that tend to occur with the handwritten recording of transactions and
the input of this information by an administrative person with no direct connection to the inventory
transactions. Such proximity of computer terminals and their use by the storeroom personnel will be a
requirement in the implementation of a new materials management software package.

Recommendation [V-37 Develop and implement 2 procedural modification that stipulates
that material is decremented from the inventory at the time of issue
from the storeroom, not at the tme that i is used in the feld.
{Refer to Finding IV-38)

This new procedure is a necessity if proper control of inventory and inventory accuracy ate to be
maintained. Decrementing the storeroom on-hand inventory at the time of issue Is a standard

procedure in materials management. That is because it is the only way to maintain proper and accurate
control of the on-hand balances in the storeroom. It puts the responsibility for proper control on
inventory accuracy right where it should be—with the storekeeper. Again, such an industry standard
procedure will be a requirement if a new materials management application is to be implemented. ,
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E. Risk Management

This section provides a discussion of risk management services provided by American Water Works
Service Company (AWYWSC) on behalf of Pennsylvania-American Water Company (PAWC).

Background & Perspective

Organization & Staffing

Risk management scrvices are provided to PAWC through AWWSC’s Operational Risk Management
and Financial Risk Management organizations.

Operational Risk Management

Exchibit 11736 llustrates the various risk management organizations, which are located in Voorhees (NJ)
and at various regional offices. "

: Exhibit IV-36
AWWSC Operational & Financial Risk Management Osganizations
as of December 31, 20607
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Source: Information Respunse 257 and Interviews 42 and 161
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This organization’s major areas of responsibility at the corporate organization in Voorhees include
strategy, governance, functonal coordination, and support resources in the areas of:

Insurance services — bonding, certification of insurance, buildings risk, etc.
Workplace safety

Physical, operational, and information-systems security*
Business-continuity management™*

Workers’ compensation and liability claims management

H P ¢ S D S

Event management

*  Refer to Chapter 111 — Support Services (Information Technology and Chapler V' — Water Operations for
further discussion regarding Chapter 101 compliance about information-systems security and physical
operational security and business-contnuity management, respectively, impacting PAWC operations.

Previously, physical security was the responsibility of each region; however, in late 2007, this function
was centralized at the corporate organization as a means of enhancing standardizaton across the
American Water organization. ’

One of the four Regional Directors of Operational Risk Management, as shown in Exhibiz 11736, heads the
Southeast Region Operational Risk Management organizaton, which is headquartered in Hershey (PA}.
Reporting to this director are employees located in various Southeast Region states, including Pennsylvania.
The Southeast Regional Director and those employees in McMurray, Wyomissing, and Wilkes-Barre (PA)
who are dedicated to PAWC operations are shown in Exhibit IV-37.

Exhibit IV-37
AWWSC Operational Risk Management Organizations
Southeast Region — Pennsylvania Only
as of December 31, 2007

Flesshey, P4 3
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Source: Information Response 1 and Interviews 42 and 161
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The primary functions provided by this organization include:

¢ Employee safety and health, including Occupational Safety & Health Administration (OSHA}
compliance

# Insurance services

~ DBonding
- Builder’s risk

- Certificates of insurance

#  Claims/litigation management and administration for ali types of insurance coverage, especially
workers’ compensation, general liability, and automobile liability and event management

¢ Event and emergency management administration

Operational Risk Management employees serving Pennsylvania include two Loss Control Managers
(1.CMs), who report directly to the Southeast Regional Director, and their direct reports. The LCM in
McMurray handles western Pennsylvania and the LCM in Wyomissing handles eastern Pennsylvania.
Major activities performed by this group include:

¢ OSHA inspections

¢ Inidal investigation/reporting of claims {if a higher level of response if needed, then the
Regional Director gets involved)

%  Coordination of safety training (OSHA, defensive driving, etc.) in which the following tasks
occur:

~  Annual schedule of anticipated training is made for upcoming March-February timeframe,
with modifications as necessary.

- Weekly safety-meeting topics list is sent to each Pennsylvania supervisor.

—  Training is provided either through J.J. Keller Safety & Health, weekly construction talks,
contractors/vendors, the AWWSC safety library, or the Operational Risk Management
group itself.

# Working together with Traveler’s adjusters and attorneys (along with the Director and
AWWSC attorneys, if necessary} on claims and litigation

The Director of Operational Risk Management typically meets quarterly with all four Regional Directors
for a one- to two-day meeting that is supplemented by bi-weekly conference calls. The purpose of the
meetings and calls is to ensure standardization and coordination in implementing the risk management
policies and practices.
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‘The number of employees handling Pennsylvania operational risk management activities from 2002

through 2007 is shown in Exhibit I17-38.

Exhibit IV-38
Operational Risk Management Staffing Levels for PAWC Activities
2002 to 2007

~d
|

?E Budget 4 4 | 4 5 6 6

I Acual 4 4 4 5 6 6

Source: Information Response 114
Actual and budget levels for 2005 include onc AWWSC employee.
Actual and budget levels for 2006 and 2007 include two AWWSC employees.

Other employees reporting to the Southeast Regional Director (not shown in Exbibit IV-37) serve other
Southeast Region states.

One of the key operational risk management targets at PAWC has been lost work days. American
Water management believes that through management commitment, training, coordinated efforts with
its labor unions, and other pro-active actions, PAWC has reduced the frequency of lost work-day cases
by 75% since 2004 (to 2007), or approximately 25% per year. Also, in 2007, the lost work-day case rate
(LWDC) for PAWC was approximately 71% below the Bureau of Labor Statistics’ (BI.S) published
2005 rate (latest available) for the water and wastewater industry (0.67 PAWC versus 2.30 industry).
American Water management indicates that it will be revising its targets to focus on a reduction of
overall injuries (not just lost work days). It will strive for this aim by incorporating OSHA reportable
cases.

Financial Risk Management

The Financial Risk Management organization is a one-person “group” consisting of the Director of
Financial Risk Management in Voothees (NJ. This organization is responsible for financial/insurance
risk management activities. Previously, this position held responsibility for loss control, underwriting,
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and claims; however, loss control (health and safety) is now handled by the Operations Risk
Management organizations.

The Director of Financial Risk Management position s responsible for managing all types of insurance
coverage, except health, life, and disability, which are handled by the Human Resources organization.

Types of American Water insurance coverage include:

Automobile liability (AL)

Comprehensive crime {employee dishonesty)
Directors and officers (D&O) liability and excess D&O liability
Employment practices liability

Environmental impairment liability

Fiduciary hability and excess fiduciary lability
General liability (G1.) and umbrella/excess Liability
Group travel accident

Special kidnap and ransom

Property (PR}

Workers’ compensation (WC)

A A A R

On January 10, 2003, the RWE acquisition of American Water became effective. At that time,
Traveler’s Insurance provided GL., AL, WC, and PR coverage to American Water. Starting on October
1, 2003, American Water’s coverage periods were extended to January 1, 2004 to match RWE’s
coverage periods. This extension put American Water on a calendar-year basis. At the same nme, most
American Water types of insurance coverage were subsumed under RWE’s global insurance, except
those that needed to remain domestic-based (32 states and Canada), such as GL, AL, WC, and fiduciary
liability types. In November 2005, when RWE announced its divestiture of American Water, American
Water management began preparations to become a stand-alone company. By January 1, 2007, all types
of insurance coverage involving the American Water organization, except directors and officers (D&O)
coverage, had been removed from RWE global insurance coverage. D&O will be removed once the
RWE divestiture of American Water has been completed. American Water uses Traveler’s Insurance for
claims, which it has used for most years since the early 1960s. Regarding these claims, individuals at the
regional organizations assist the Director of Operational Risk Management by performing the initial
field investigations for claims in their geographic area. Resolution of claims requires review and
approval as shown in Ex/hbit IT7-39. '
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Exhibit IV-39
Resolution of Claims Review and Approval Limits
as of December 31, 2007
Resolution Amount Resolution Amount
Lower Limit Higher Limit

AWWSC Regional Operations Risk Management Director < $25,000
AWWSC Regional Finance Director > §$25,001 < $100,000
AWWSC Financial Risk Management Director > $100,000 < $1,000,000
AWWSC VP & Treasurer ' > $1,000,000 < $2,000,000
AWWSC Chief Financial Officer > §2,000,000

Source: [nterview 41

Over the years, American Water has had a number of insurance brokets to help it in obraining insurance
coverage. Initally, the broker was locally based, and then in 1999, these activities were moved to
Frenkel & Co, Inc. In 2004, after RWE took over, American Water used Willis Group Holdings {Willis)
as its insurance broker for a brief period of time. In 2005, it moved to Marsh, Inc. (Marsh), and then
recently it kept Marsh as its broker for property and casualty products (the bulk of its coverage) but
went back to Willis for its financial products. Its choice of broker has historically been based on factors
such as service, knowledge, and experience of the staff providing services.

The broker and insurance companies regulatly provide American Water with insurance market
information, including industry trends, losses, and underwriting results, that impacts pricing and
coverage terms and conditions available for its lines of insurance. American Water management
believes that 2002 was particularly challenging as the events of September 11, 2001, the collapse of
Enron, Worldcom, and Arthur Andersen, and other influences adversely impacted the global insurance
market. Coincidentally, RWE announced its intention to acquire American Water in September 2001,
which, subject to regulatory approval in several states, was completed on January 10, 2003. In
preparation for completion of the acquisition, American Water’s insurance broker at the time conducted
research and analyses to identify a “runoff” policy. The goal of this investigation was to protect the
interest of American Water’s directors and officers for six years following the completion of the
acquisition (up to January 10, 2009) in the event of claims made for the period prior to January 10, 2003
(te., American Water is not liable for any claims made after January 10, 2009 related to the period prior
to January 10, 2003).

From 2003 to 2005, RWE annually evaluated the structure of its insurance program. Insurance brokers
and/or insurance companies were reviewed on the anniversary renewal of each insurance-type coverage
and were replaced if service was deemed unacceptable. American Water maintained responsibility for
the placement of its primary property and casualty insurance, including general liability, auto liability,
and workers’ compensation. During this same tme period, its insurance brokers and insurance

companies were also subject to anniversary review and potential change. American Water management
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believes that best practices indicate going out to the market every three years and that American Water
has gone out too frequently in recent years (partially due to RWE changes). Despite this history, last
year American Water was oversubscribed (more demand than necessary, indicating that the issue may
not be a problem). American Water was required to go out for excess liability and property again in late
2007.

Operating Expenses

Insurance Coverage Expenses

Exchibit IV'-40 displays annual insurance premium expense, other than group, for PAWC and American
Water from 2004 to 2007. Trends in premium expense for PAWC are consistent with those of
American Water as a whole. (Percentage changes trom 2004 to 2007 for both PAWC and American
Water are also shown in Exhibit IV 40.) With the exception of workers’ compensation, property, and
excess liability coverage, premium expense has been flat or decreasing. With these other coverage types,
American Water management believes that is has been fairly aggressive in attempting to contain costs,
despite, for example, increasing replacement costs for property coverage and increasing limits for excess
Liability coverage.

Exhibit 1V-40
Annual Insurance Premium Expense, Other Than Group, for PAWC and American Water
2004 10 2007

Type of 71763 16 171/05% 171705 - 171706 V736 - 7107 171707 - 171108 % Change
Coverage PAWC | AW PAWC | AW PAWC | AW PAWC | AW PAWC | AW
Property & Casualty
General Liability 56.269.540 | $18.241.216 | $6,252.430 | $17.999.170 | $5.524.455 | $16.297.190 | $5.612452 | $16.582.488 -10.5%) 9.1%]
Workers' Compensation $1.628.569 | $9.975.064 1 $1.876.067 | $10.733464 | $51.711.323 | $10.743.810 | $1.932.900 | $10.982.807 18.7% 10.1%
Auto Liability 5431382 | $3.123.261 | $324.055 | s24e4.67¢ | s240780 | 32143232] 5270965 | 1851414 43.7%  40.1%
Excess Liability $494.237 1 $3.741.748 | $5270371 $3763400 |  $481.125 1 53260886 | 3883216 | $5.814.394 78.7% 55.4%
Praperty $642.592 | $4.650.000 |  $S76.877 ] $5057.011 | © $999.458 i §5.758.224 | $1.124.000 | $5.978.941 74.9%!  28.6%)

H
i

Financial Products

Empleymen: Practice Liability 529‘93?‘5— $222.362 525,131 $210,102 $23.041 $156.060 $22.481 $143.000 ~25.0% -33.6%
Fiduciary Liability $25.169 1 $187.100 $22,783 5202807 $33.681 $1690.542 $21.874 $157.169 -5.1% -16.0%;
Comprehensive Crime - Employee Dishonast 313322 SH13TS 9307] 59198 | 5140721 505397  S120001  $79.000{  -0.9%|  -20.1%
Special: Kidnap & Ransom 3 Yrinciuded in 2002 5816 $0.822 $1.212 $8.216 32.296 $15.115 181.4% 12).6%
Dirvetors & Officers Liability Provided by RWE beginning Janvuary 10, 2003, without any premium chasge,

Travel Accident 3 Yrincluded in 2002 $3.358 §28.075 3¥r inclu(r!ed in 2005 3 Yrincluded in 2005 j
Retrospective adjustments*™ 5747.320 1 $3103.604 |  $387.145 | 51694792 | (51.179.695)] ($4.597 345) l i

* Inception/anntversary dare of PAWCs annual policy peniod for property and casualty insurance, prior to acquisition by RWE,
was October 1. Once the acquisition was approved on January 10, 2003, RWE insteucted PAWC to extend its Ocrober 1, 2003
expiration to January 1, 2004 10 coincide with the anniversary date of RWIZ's global insurance program.

** Reirospective adjustments include loss-sensitive insurance, including gencral liability, workers’ compensation, and auto lability
beginning with each pslicy period from 1975 to 2006.

Source: Information Response 387

American Water self-funds general liability (also including products coverage), automobile liability, and
workers’ compensation insurance through large retentions, as shown in Exhibit IV47.
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Exhibit IV-41
Self-Funding Retentions
as of December 31, 2607

Retention
Per Occurrence
GL $1,000,000
AL $500,000
WC $500,000

Source: Interview 41

Claims History (#/3)

Exhibit 11742 displays the number of claims by accident year: 2002 1o 2007. For all types of claims (AL,
GL, PR, and WC), PAWC’s number of claims generally have been decreasing until 2007, when the
number of AL and GL claims increased significantly to the levels experienced during 2002 to 2004.

Exhibit IV-42
# PAWC Claims By Accident Year
2002 to 2007

6t -

5% 7

0

3At -

26

[{E+HE ue

2002 203 XN 2003 2006

! Automobile Liabahty 8 Genemt Liabihiy B Properry B Worken' Compensation

Compound
2002 2003 2004 2005 2006 2007 | Growth/Loss
Automobile Liability 44 50 27 30 21 43 0.5%
General Liability 861 839 837 573 451 856 0.0%
Property 67 124 19 23 11 13 -32%
Workers' Compensation | 157 165 161 135 122 122 0.5%

General lability includes product coverage.
Source: Informanon Responses 119 and 730
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Although the number of AL claims incidents were higher again in 2007 (as PAWC reports all incidents,
including those not caused by company drivers), PAWC’s total incurred dollars were less than any
previous vear except 2003. The number of GL claims were also higher in 2007, due primarily to severe

and fluctuating weather patterns in the Northeast United States according to PAWC management.

Exhibir V43 displays the dollars incurred for PAWC claims by accident years 2002 to 2007. For AL,
PR, and WC claims, dollars incurred by PAWC generally have been decreasing. For GL claims,
however, the dollars incurred by PAWC have vatied substantially by vear (the dollars increased in 2007
after decreasing in 2006 following a general increase for the prior three years).

Exhibit IV-43
$ PAWC Claims Incurred By Accident Year
2002 to 2007

$7,000,000
$6,000,000 -
5,000,000
$4,000,000 -
$3,000,000
$2,000,000
$1,000,000
S0
‘ . Compound
2002 2003 2004 2005 2006 2007 Growth/Loss
Automobile Liability SI0,675  S37,426  S83.600  S164,797 150933 565,94 NTXED
General Liability SORO1.609  $5.425,615 S$5788,737 S6,759.073 S$4.583954 $6.710623 1%
Property o $166,014 $240,837 $53,215 S160,765 545,586 518918 -4.3%
Workers' Compensation $2,375,784 $616,801 S6R8,651 $636,567 5654,146 S$578,065 -2.8%

2002 includes two outstanding claims totaling $1,514,000.
Source: lnformation Responses 119 and 730

As with the number of claims in Exhébzr [V-42, the dollars associated with GL claims were also higher in
2007, due primarily to severe and fluctuating weather patterns in the Northeast United States according
to PAWC management.
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Exchibit IV/-44 illustrates PAWC’s 2002 o 2007 loss control expenditures and claimed losses for AL and
WC claims. ’

Exhibit IV-44
PAWC Loss Control Expenditures as % of Claimed Losses

2002 to 2007
‘ 2002 2003 2004 2005 2006 2007
Loss Control Expenditures $115,063 $79,667 $82,054 $73,852  $222390  $104,839
Claimed Losses $2,486,457  $604,227 772,251 $801,364  $805,079  $643,159
5% 12% 11% 9% 28% 16%

2002 includes two outstanding claims totaling $1,514,000.
Source: Information Responses 119, 120, and 730

The Operational Risk Management organization associates loss control expenditures only with AL and
WC claims, and specifically excludes GI./product liability claims. That is because PAWC’s Operational
Risk Management organizaton believes that it cannot affect the number and/or outcomes of main
breaks and associated liability claims through regular Operational Risk Management activities.
(Examples of loss control expenditures include safety training, safety talks, and other activities designed
to prevent or control AL or WC claims, etc) Also, in calculating loss control expenditures, the
organization also typically excludes security costs because it considers security a deterrent as opposed to
a loss prevention technique. This consideration arises because the organization can put security devices
in place to deter potential perpetrators from causing harm to company property but cannot affect the
behavior of someone from outside the PAWC organization if his or her intent is to bring harm to

company property.

Approximately 62% of PAWC’s GL claims typically involve main breaks, which American Water
indicates are due primarily to factors such as aging of infrastructure, weather conditions (causing pipe
contractions in winter {primarily December, January, and February) and summer (primariljf June, July,
and August)}, significant variations in elevauons, etc. As such, in Exhibit V44, American Water
excluded G1./property claims in calculating the dollar amount and associated percentage of annual
expenditures for its loss prevention programs. (As stated previously, that is because the risk
management functon says it cannot affect the number and/or outcome of main breaks and associated
liability claims.) One of the areas in PAWC’s service territory that has received considerable press
coverage with regard to main breaks has been the western PA area. In late 2003, PAWC initiated
engineering solutions in this area and completed them in early 2005 whereby pressure relief valves
(PRVs) were installed in its mountainous-terrain regions. PAWC management indicates that it reduced
PR claims in this area by 15% in the first year of the program.

The majority of PAWC’s insurance claim payments between 2002 and 2007 have been the result of
GL/property damage (PD) claims (between 74% and 91% in the time period shown in Exhzbu IV -43).
For example, in 2007, GI./PD claims accounted for approximately 91% of claims payments.
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Therefore, American Water introduced a GL/PD iniuative in 2004 whereby PAWC took an aggressive
(and unusual) position in declining to accept all property damage claims as a result of main and service
line breaks. American Water management based this initiative on Elizabethtown Water Company’s
success, as a result of precedence established through litigation in NJ, and its ability to also prevail upon
appeal, which had modest success (in NJ). American Water management realized that this initiative
failed to consider that common law was not consistent in the jurisdictions across the country.
Therefore, the initiative was modified to a2 more reasonable position, in which PAWC’s insurance
company was able to mitigate losses by establishing criteria for accepting claims where negligence was
likely to be found in favor of a claimant. Such favorability for a claimant tended to arise when it could
be established that PAWC had either a history of line breaks in the area or when the company was late
or unduly delayed in responding to the claim.

Schumaker & Company believes that PAWC can impact GL claims through proper main repair and
replacement programs. Refer to Chapter 17— Water Operations.and Chapter X1 — Operational Performance for
" further discussion of such programs.

Findings & Conclusions

Finding V-39 A formul enterprise risk management program was cstablished in 2003
when RWE acquired American Water, but this program must now evolve
as American Water {and thervefore PAWC) changes it focus to SEC/S0X
compliance.

With regard to overall risk management, American Water management believes that, although the risk
management community across the country has discussed enterprise risk management (ERM) for the
past ten years, ERM was implemented across American Water when RWE acquired the company in
2003. According to American Water management, formality of the ERM program occurred when RWE
acquired American Water. As a result of legislation in Europe and the United Kingdom, all publicly-
owned European companies, including RWE, were required to identify all risks that could have an
adverse financial impact. RWE provided American Water with a risk management toolkit and process
that enabled American Water to forxT;ally identify its risks as well as retain, mitigate, transfer, accept, or
decline those risks. Additonally, management and Board members in Europe can be civilly and
criminally prosecuted; and American Water management indijcates that if the company experiences

_adverse financial impacts they can, as well. Among the formal activities taken as part of American
Water’s ERM are the following:

% Documentation

- Risks

—  Responsible individuals
—~  Responsibilities

- Practices
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¢ Categorization of risk

- Financial

-~ Operational
-~ Structural

- All other

#  Analytical tools (Excel spreadsheets ~24 modules)

- Type of risk

- Assessment if risk exists
-~ Quantification

- Qualification (probability)
- Pronty

The ERM process was established in 2003 to identify and evaluate business risks. By focusing on key
uncertainties-—either risks or opportunities——and factoring them in to business plans, American Water
management believes it is better prepared to achieve its business objectives. The goal of American
Water’s Risk Management Committee (RMC) is to maximize the potential for gain and minimize the
potential for loss associated with uncertain events. American Water management believes that this
diversity allows PAWC to discuss and act on unnecessary risks and to effectvely manage accepted risks
by fostering risk awareness and establishing a value-driven risk culture.

The American Water o:ganizatizm uses a bottom-up ERM process. In Pennsylvania, it starts with
business units (BUs) developing their key top risks (report/heat map) through the use of American
Water analytical tools. These teports must be approved by the State President (prior to having State
Presidents, the risk owner in the BUs approved the list of risks). This information is then provided to
the regional organizations, which follow a similar process. The Southeast Region Risk Operations

Management Committee (ROMC) meets approximately three times annually and is composed of a
cross-section of individuals from all PAWC/Southeast Region functions, including:

£
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Director, Engineering

Director, Production

Director, Network

Director, Legal

Director, Human Resources
Director, Maintenance Service
Director, Customer Service
Director, External Affairs
Director, Business Development
Director, Environmental Compliance
Manager, Operational Risk (2)
Director, Business Performance
Manager, Network
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4 Manager, Production
¢ Director, Finance
¢  Director, Risk Management

The regional reports must be approved by the respective Region President. In PAWC’s case, it is

currently the Southeast Region President, although American Water management indicates that this may

change as the company reorganizes and decentralizes.

Finally, the ERM process reaches the American Water level, where another series of analyses and
reports occurs. At that level, the RMC is involved. The RMC was established in 2003 (when the ERM
process began) to identify and evaluate business risks and is composed of the Executive Management
Team (EMT) (Chair, President, COO, CFO, General Counsel, SVP Communications, VP Internal
Audit) and designated nisk management representatives. The Director of Financial Risk Management

serves as Secretary of this committee. The RMC typically meets three times annually. The last RMC
meeting was scheduled for September 2007 but was postponed until October 2007.

For approximately the last year {2007), American Water has been studying options to modify its ERM
process. The aim of this evaluation 1s to adapt from compliance with European legislation to
governance under Security & Exchange Commission (SEC) regulations and Sarbanes-Oxley (SOX)
requirements. This adaptation process is spearheaded by the VP Internal Audit (IA), the Director of
Financial Risk Management, and the Assistant General Counsel, who are having discussions with EMT
members about possible changes. When asked about what kind of changes, the Director of Financial
Risk Management indicated that American Water is attempting to make its risk model more consistent
across the entire American Water organization via an investigation of software for improving the
analytical tools currently in use.

Recommendations

Recommendation 1V-38 Develop 2 formal implementation plan for changing the focus of
the BERM process o include SEC/S0OX compliance. {Referto
Finding V-2,

The American Water organization has appropriately recognized the need to change the focus of its
ERM process to include SEC/SOX compliance; however, all investigations and analyses to date to
effect that change have been intormally conducted. A formal implementation plan that identfies steps
and associated timelines and resources should be developed, monitored, and reported to senior
management.
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F. Legal Services

This section provides a discussion of legal services provided by American Water Works Service

Company (AWYUSC) on behalf of Pennsylvania-American Water Company PAWC).

Background & Perspective

Otrganization & Staffing

The AWWSC Legal organization is shown in Exbebit [17-1.

Exhibit IV-45
AWWSC Legal Organization

"

as of December 31, 2007
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Source: Information Response 257 and Interview 51

Vexariwees, N?

The Legal organization, headquartered in Voorhees, New Jersey (N}), is led by the Senior Vice President
(SVP) Legal & General Counsel (GC). This organization as a whole is responsible for providing legal
services to all American Water businesses. The Voorhees Legal group (also referred to as the Legal

Schumaker & Company
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business center) primarily is responsible for providing legal services to American Water unregulated
businesses as well as providing subject matter experts (SMEs), typically in labor/employment and
securities areas, for American Water, as a whole, or to all regulated and unregulated businesses. The
Legal business center in Voorhees is composed of the following functions:

¢ An Unregulated Business group that provides services to only the American Water non-

regulated entities.

¢ A Labor & Employment group that provides services to American Water entities, primarily
other AWWSC departments and state uulity organizations (such as PAWC), if external counsel
is not designated by a Regional General Counsel (RGC). Even then, an RGC often confers
with this group, because many of the RGC organizations do not have specific expertise in this
area. lItis typically a joint decision as to whether internal or external resources are used. The
Corporate Counsel who heads this group is also American Water’s internal compliance officer.
In this secondary role, the CC is responsible for monitoring the hotline (staffed externally),
although very few calls come from Pennsylvania, a tendency which the General Counsel
attributes to a long, continuous, stable management and the resulting culture. As internal
compliance officer, the CC performs the following:

~  Reviews each hotline call
- Approves each hotline call

~  If approved, often involving discussions with Internal Audit, assigns someone internally to
investigate, usually someone from the Human Resources (HR) or Legal organizations.

- Performs database monitoring and maintenance of calls

# A Securities & Commission group headed by another CC, who has been very focused on the
divestiture.

¢ A General Corporate group, also headed by another CC.

Additionally, four Regional Counsel organizations report to the SVP Legal & General Counsel. One of i
these Regional Counsel organizations is the Southeast Regional Counsel organization, shown in ‘
Exchibit 11746, which is headquartered at the Pennsylvania-American Water Company headquarters’
office in Hershey (Pennsylvania). The headquarters’ office in Hershey is the sole location where
attorneys who provide legal services to PAWC reside. Also reporting to the Southeast Region RGC is a
Charleston (West Virginia) office that provides legal services to Virginia, Maryland, and West Virginia,
and a Lexington (Kentucky) office that provides legal services to Kentucky and Tennessee. The primary
reason given for having legal resources dedicated to Pennsylvania within the region is the size and scope
of PAWC(’s operations and its associated legal issues, including the state’s Chapter 56 PaPUC customer

service regulations, which American Water considers to be more stringent than many other states’
regulations.
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Exhibit TV-46
AWWSC Southeast Region Legal Organization Providing PAWC Legal Services
. as of December 31, 20607

AWWSC
Regional General Counsel

Southeast Region

Hexshey, PA 4
AWWSC ] AWWSC
Paralegal ﬂ Exeautive Assistant
Hershey, PA Hershey, PA
AWWSC AWWSC
Corporate Counsel Corporate Counsel
Pennsylvania Pennsylvania
Hershey, PA Hershey, PA

Source: Information Response 1 and Interview 12

The old RGC structure was to have the RGC reporting to Regional Presidents, with dotted line
reporting to the GC. The GC believes that the structure of the Legal organization should follow how
the business really functions, an aim he feels the Legal organization accomplishes. Specifically, RGCs
now simultaneously report to State Presidents, who report to Division Presidents, and to the GC. Little
change has occurred (or is expected to change) in the Southeast Region. Although American Water
only recently shifted in late 2007 from a regional focus to a state focus, attorneys in the Southeast
Region previously resided in individual states. This is not necessarily true for other regions, where
centralization at the regional headquarters may be more prevalent. Because each RGC s really a GC for
the region, it is up to the RGC to determine how to handle their operations. In essence, the American
Water GC is primarily a sounding board for each RGC. The RGCs make their own decisions. For
example, each RGC decides the mix of internal versus external counsel use. The GC is involved in
making offers to attorneys. He is typically notinvolved in the initial interviews of candidates for
regional attorney positions (except those applying for the RGC position); however, the GC may be
involved in the final interview process. The GC makes a determination regarding the extent to which he
will be involved in the final candidate interviews based on a review of the candidate’s background and
discussions with the RGC. He also can veto a RGC’s recommendation if he desires.

The regional attorneys are typically generalists, with varying backgrounds and areas of expertise, who are
able to handle a broad spectrum of issues. Although the Corporate Counsel attorneys in Hershey
primarily provide Pennsylvania services, they may perform occasional services to American Water, as a
whole, or to other states in the Southeast Region. (As discussed in Chapter VIII — Affiliate Interests, the
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AWWSC time reporting system allows attorneys to specify a code when recording their ime, which is
used by the AWWSC cost allocation module to indicate what groups benefit from their services and
allocate costs accordingly.) An example is 2 document-retention policy-review project that got under
way in late 2006 and is being spearheaded by one of the Hershey-based attorneys.

The Southeast Region attempts to handle legal services internally, if it can; however, in some situations,
it requires external resources: either AWWSC corporate resources or local outside organizations. When
using these resources, the Regional General Counsel for the Southeast Region estimates that
approximately 25% of the time, the region does not have enough time to perform the required services.
The other approximately 75% of the time, it requires subject matter expertise, typically involving human
resources/employment, environmental, rates, or litigation issues. The RGC’s philosophy has been to
use local legal firms for litigation, although it has used AWWSC corporate or local resources for other
issues.

Expenditures

Exchibit IV'47 illustrates operating costs {excluding outside counsel costs) for PAWC for 2005 to 2007.

Exhibit IV-47
Southeast Region/PAWC Operating Costs
2005 to 2007

$800,000
$700,000
$600,000 1~ : =
$500,000 +— : S
$400,000 +—— &8 ; B -
$300,000 1 ' ’

2005 2006 2007
® Acual $605,773 $609,425 $619,701
@ Budget $776,490 $690,299 $780,173

Information is not available prior to 2005 as the reorganization creating the regional AWWSC
organizations was primarily implemented during 2004, when most of the Legal headcount transferred to
the regional AWWSC organizations at the end of 2004. Therefore, no 2002 or 2003 regional data exists,
. and no meaningful 2004 data exists due to the dming of the transfers. In the last three years, PAWC’s
portion of the Southeast Region AWWSC organization’s operating expenses have been budgeted at
approximately 60% of the entire region, as Pennsylvania is the largest state within the region. Actual
expenses were roughly 54% in 2005 and 2000, but increased to roughly 59% in 2007 . Exhibit IV-15
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displays PAWC’s outside legal costs for the 2003 to 2007 time period. According to AWWSC

management, outside legal counsel costs are generally decreasing over lime, as the AWYWSC Southeast

Region Legal organizaton has made an attempt to increase its use of internal resources, except in those

cases where it lacks the time or expertise to do itself.

Exhibit IV-48

PAWC Outside Legal Counsel Costs
20603 to 2007

1,400,000

1,200,000

1,000,000

$800,000 -

$600,000 A

2003 2004 2005 2006 2007

{@ Budger | $1,250,500 | $1,246,675 | $1,078,050 | S644,744 | $699,468
@ Aqual | 5989272 | $946,671 | $522,058 @ $536,724 | $780,397

Source: Informanon Responses 121 and 731

Major Processes and Systems

Processes

Each of the Regional General Counsels interacts with each other (every one to two months) via
conference call. The purpose of these calls is to identify legal trends and to provide professional
development opportunities. Approximately two times annually, face-to-face meetings are held. At one
of these meetings, the RGCs meet with the GC. At the other meeting, the RGCs meet for one to two
days in conjunction with all AWWSC attorneys. At least one of these days is focused on professional
development.

Each of the Regional General Counsels provides a monthly report to the General Counsel. This report
includes both legal issues and a spreadsheet showing dollars involved in those issues where such dollars
are applicable. From that report, the GC provides information to the American Water Board (pending
major legal issues, not all, not materiality based) and to the Accounting function for SFAS 5 adherence

(spreadsheet of material costs).

Any time spent by AWWSC attorneys (as with other AWWSC employees) in providing services to all
business units is recorded on weekly time sheets. The time spent providing services directly to regulated
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or non-regulated business units (BUs) (such as PAWC) are directly charged to the billing number
specific to those BU(s). The tme spent providing services in common with similar services that are
provided to other regulated and non-regulated BUs is allocated based on formulas as discussed in
Chapter VIII — Affiliate Interests. In the Southeast Region, time spent by those Corporate Counsel (CC}
employees in Pennsylvania generally defaults to PAWC (while time for those in other states default

elsewhere), unless the CC specifically identities hours to a different code. Meanwhile, the time spent by
the Regional General Counsel generally defaults to all states within this region unless the RGC
specifically identifies hours to a different code.

Systems

The Legal organization uses Hummingbird’s DOCS Open software (PC DOCS) to store, locate, share,
and manage document-based information, such as deeds, easement documents, etc. This software,
however, is not being used to store all Legal documents. DOCS Open is a client/server, Windows-

based solution that gives organizations the ability to create centralized repositories, or libraties, that
contain unstructured data generated by the organization. Search and retrieval tools make this
information easily available for use and collaboration across the entire enterprise. Although DOCS
Open is not used as a case management tool, the Legal organization can use it to associate a document
with other documents.

In anticipaton of having to be Sarbanes-Oxley (SOX) compliant when American Water is no longer a
part of RWE AG of Essen, Germany (RWE) and becomes a public company, in 2007 AWWSC began
to identify, assemble, image, and store electronically all major documents, including contracts, debt
covenants, and commitment/contingency documentation, in a legal vault using SharePoint software. By
May 1, 2007, American Water Works Sexvice Company had all of these legacy documents completed
and available on the SharePoint internal site. Subsequently, the Legal organization has taken several
steps to ensure that these types of documents are being handled correctly. Those steps are as follows:

% Before any contract can be entered into, 2 contract approval form must be properly completed
and signed by persons with the requisite signing authority, including (where required) review by
the Legal, Finance, and/or Supply Chain organizations. Once a contract has been executed by
all parties, a copy of the contract and the completed contract approval form must be scanned
into portable document format (PDF) and sent to the Legal organization.

¢ A checklist for debt instruments has been created, of which the Legal organization is the holder
and performs a quarterly review (in conjunction with other American Water personnel) to make
sure that each instrument is in compliance.

¢ When reviewing contract approval forms, all commitments and contingencies must be
identified so that the Finance organization is held responsible for monitoring and tracking these
items.
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Findings & Conclusions
Finding IV-40 When locking to outside legal organizations for help in addressing

PAWCs legal needs, the Southenst Region Legal organization does not
rely on competitive bidding to develop a master list of pre-qualified legal
firms.

Competitive bids are not used to develop 2 list of preferred external counsel firms (as PAWC had
longstanding relationships with many firms), nor does PAWC periodically request competitive bids from
external fegal firms ro ensure that cost-effective rates are being provided by these firms. Generally, only
in the case of selected projects does the Southeast Region 1ssue RFPs.

Therefore, the Southeast Region uses a number of outside legal organizations, many of which it has
used for many years as AWWSC management knows and respects their capabilities and values their
institutional knowledge of PAWC and its operatdons. PAWC has long term relationships with several
firms, which handle certain special practices areas. Included among these legal organizations are
Morgan Levis {regulatory), Dechert/Reed Smith (rax), and LeBouef, Lamb, Green & MacRae
{environmental), as well as others. AWWSC management may go directly to one of these firms, may
request estimates from several organizations, or, when knowledge of PAWC is not critical {and
time/matetials is an opton) may issue a request for proposal (RFP). It does not periodically issue an
RFP to establish a pre-qualified list from which to choose. It can informally add external law firms, as
needed. During 2007, for example, PAWC used the services of 15 law firms, ranging in size from
hundreds of attorneys to one person operations. Three of the firms were new to PAWC in 2007; two
others were new to the company in 2006. One of the most substantal regulatory matters during 2007
was PAWC DSIC petition, for which it used a new firm relatonship (Saul Ewing) for the first ime.

Approximately four years ago (2003), the Legal organization worked closely with AWWSC’s
procurement function to analyze how to obtain the best service for reasonable dollars. Specific activides
performed during this analysis were:

1. Development of standard rules of engagement for engaging and retaining the services of law
firms.

to

Review and assessment of the 2003 Pennsylvania rate-case expense for outside legal counsel and
consultants.

3. Development of a sourcing strategy for outside legal services in the practice areas of
condemnation defense, labor and employment, operation and maintenance, Pennsylvania
Infrastructure Investment Authority project loans, and regulatory matters.

The sourcing strategy focused on a make/buy (internal/external) analysis and the creation of preferred
external-counsel firm relationships, where the use of external resources was considered preferential o
the use of internal attorneys.
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"T'he lack of having such a pre-qualified list does not indicate that external legal costs are increasing.
(Extibit IV-48, in fact, shows that they have been generally decreasing). It may, however, indicate that
PAWC is not saving as much as it could (as having a pre-qualified list could force law firms to
contain/limit their costs/charges to PAWC) or is failing to identify other potential candidates for
provision of service. Schumaker & Company is unable to quantify savings, if any, because of lack of
data. When we asked AWWSC management how it controls costs, the Legal organization asserted that
it monitors outside firms through the use of the engagement letter it has with each firm and ensuring
that services provide agree with the letter. The Southeast Region does not use a software system to
track cases/matters or the internal/external hours associated with each, although it does require outside
legal firms to report by project. (Refer to Finding 117-2 for further discussion about AWWSC legal

" systems.)

The use of competitive bidding is not to say that evaluations of external law firms for 2 pre-qualified list
should be solely based on cost. Other factors, such as competence, experience, depth, credibility,
reputation, relationships, institutional knowledge, and other intangibles must also be considered,

especially for crucial litigation, such as rate cases, etc.

Finding IV-41 The AWWSEC Legal organization has not evaluated the use of standard
legal management software across its various entities; therefore, the
Southeast Region (and ultimarely PAWE) may not be benefitng from
processes associated with the use of a “best in class” system.

Unlike private organizations where consistency in systems is important, at American Water no single

legal management system exists for performing functions such as:

Tracking matters and caseloads

Recording inside lawyer time and expenses against cases/matters
Billing back clients through the Finance organization- ’
Tracking and reporting outside counsel expenditures

Compiling metrics and benchmarking statistics

Preparing service level arrangements (SLAs) for clients
Recording and monitoring client budgets

Handling routing lists for outside counsel invoice approvals
Tracking files both onsite in central files and offsite

S & ¢ B O P @& & @

Now that American Water is becoming a public organization (with its SOX compliance issues),
management realizes that it needs to build process and system uniformity; however, the GC is not sure
when or if the Legal organization will look at standardizing systems in the near future. That is because
American Water has been too busy with SOX compliance. Also, the GC believes that cost and
disruption must be considered before changing systems, as he believes that current practices are
working. Nevertheless, standardization of systems should be formally considered, and, at the same tme,
an investigation is warranted to see if implementation of alternative systems, such as case/matter
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management tools, would be beneficial o AWWSC legal entities, including the Southeast Region
organization supporting Pennsylvania.

Recommendations

Recommendation IV-3% Establish 2 formal mechanism for developing a pre-qualified Hst of
external legal firms by periodically reviewing proposals fom
potential candidates. {Refer to Finding IV-2.)

Within utility legal organizations, the best practices for identifying external legal firms typically result
from the periodic issuance of an RFP. Such a strategy helps uncover potential candidates for inclusion
in a pre-qualified list of external legal firms. A legal organization should periodically (at least every three
to five years) develop a pre-qualified list of external legal firms. By using such a process, a legal
organization not only formally provides alternative legal firms that it may not have considered in the
past, but it helps to ensure that it receives quality legal services at a reasonable cost by encouraging
containment of costs by the firms used.

Recommendation IV-48 Perform a formal cost/benefit analysis regarding standardization of
legal management software throughout the American Water
system. {Refer to Pinding V.14

As part of its investigation into the appropriateness of standardizing Ametican Warer legal management
software, Legal management should evaluate case/matter management software, including reporting
tools, for the functions previously described. Management should also consider e-invoicing software to
manage receipt, validation, routing, approval, and payment of invoices from external law firms.

For these functions, American Water should not only consider systems that it currently uses in some of
its legal entities but should also open the investigation to “best in class” systems currently found in the
industry. Any investigation must not only look at quantitative benefits and costs, but also consider
qualitative benefits and costs.
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V. Water Operations

Pennsylvania-American Water Company (PAWC) operates and manages approximately 35 different
water district across Pennsylvania as shown in Exbibit 17-7.

Exhibit V-1
PAWC Water Districts
as of December 31, 2007
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Water district operations statistics are shown in Exhibit V2.

81772008 Schumaker & Company



MAS REPORT 2 -VOL 1
CAUSE NO. 43680
Page 274 of 306

222

Exhibit V-2

Water District Statistics
as of December 31, 2007
Estmated
Water Distecit Service Area Customers

{xquare miles) Water Wastewater Employees
Pittsburgh 131 132,208 174
McMurray 319 49,701 63
Mon-Valley 92 21,835 26
Uaicnrown/ Connellsville 42 13,762 19
Brownsville 1Y 4,359 8
New Castle / Ellwood . 7 24957 48
Buder 49 16,529 27
indiana i3 7362 14
Punxsutawney 1 3,588 8
Clacion a6 4,042 9
Kittanning 2 1,998 4
Warcen 12 5,452 7 .
Kanc it 2,123 6 &
Norristown 43 30,855 32 ¢
Yardley : 20 12,197 13
Abington i3 5,543 7
Susquchannz 23 2,602 8
Bangor R 3.614 8
Nazarcth 39 9,351 9
Poconos 7w 10915 6
Paconos Wastewater 4,774 5
Wyomissing - Glen 48 8,678 6
Mechanicsburg 0 35,608 42
Hesshey 53 17,276 14
Wyomissing - Penn i6 L5 12
Royeesford 51 14,053 13
Coatesville Water 28 2 11,053 18
Coatesville Wastewnter 5,892 9
Lake Heritage 1 814 0
Lehman Pike Water 30\ 6086 i3]
lchman Pike Wastewater . 3,910 1
Milton 76 12,172 24 :
Philipsbueg HES 7262 11 ;
Berwick 8 6,180 7
Frackville 3 2345 4
Scranton/ Wilkes-Bacre 221 13494 207
Corporat 101
‘ol 1,671 630,094 14,576 981

%1 There are three square miles of wastewater service territory within the company’s water service territory footprint.
12 There are two square miles of wastgwater seevice terrtory within the company’s water service tersitory footprint.
43 There are three square miles of wastewater service territory within the company’s water secvice territory footprnt.

Sousrce: Company Comments in Task Report Response

Each of these water districts contain:

& Water Source — Either a surface water source from rivers or reservoirs or ground water from
wells. Most of PAWC’s water sources are surface water. In some water districts, water is

i
I
s
i

purchased from a neighboting water system.

¢ Warer Treatment Facility - One or more water treatment plants in each district or connections to

neighboring water utilities to purchase water. For example, all water in the Connellsville system
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is purchased from a third party. Water in the Uniontown system 1s purchased from a third
party or transferred from PAWC’s Brownsville system.

% Water Distribution Network — underground piping, above-ground storage tanks, and booster stations.

¢ In some water districts, PAWC also operates wastewater treatment facilites.

Water operations are performed by two.major groups and four support groups within PAWC/American
Water, as shown in Exhibir 17-3 with the highlighted boxes.

Exhibit V-3
PAWC Water Operations Organization
as of December 31, 2007

AWK

Lxevative Vice Presidont

Runnexs Operacns

Yuothee, N} . 53
PAT
Presidess
Tennsyls aney 1
Henhey, A 9 ; TAver
PAWC Rares
Excewive Assirar
_
Hepsher, PA '
Heschey, PA i
[ ”_ I !
SPAWG - PAWE PAWE L PAVC
©+ Vice Pasident Fhaxte Vi Proshlear - Lead Business Developer
Dngincemig. T Govergorent Affin Openinon
Hiersher, PA 2 Henher PA f teshey,PA 9T Mewhep PA z
f _ | 1
AN : SPAwC Pawe - S URAWE
o el Dirggir Seior e T Ferine gt T : :
150d Operations = Bt o Whiike  Quably W Hnvikwonintd Field Caperabans - W g Pt . ST N Revenue W i
: Lo L . Miggancnt . . . N S L BRI R
Heohey, PA 332 Menhics, P 22 Hrotugh, DA 133 Binsburgh, P 25 McMumy, PA 7
CUPAWG : PAWC d . S PAG
Manvuger . ] . Mg
Facld Cspentions - Noghwo - Producrion - West
Wikes-Banre. PA o0 Newoatle, PA [l Pirsshurgh, i %
PAWC T Copawe - T RS
" Maiagrr - Manager Maraer
Fichd Operitions - Cried Bihd Cperions - Soniiwtat ] Prodiaciin.: Noghent -
Mechanicsbugg, PA ™ MMy, PA n Woitkes-Bure, PA W
CURAWS T PAWEG . o PAWEE
Meoager R — : S Mgy
£l Operifions - Natithease Fiedd Operationss - Pittahurgh - Proxdicciin « ContediSouibenss
Nomizwown, PA [4.3 Bishuegh, PA 136 Mikaa, PA 67

Source: Information Response 257 Addendum
* Dual reporting to Finance and dotted line reportng to the PAWC President

2
i

These two groups are:

¢ Prodnction — PAWC employees who are responsible for the operations and-maintenance of water
productions facilities (i.e., trearment plants and filter facilities). There are approximately 215
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employees located in the production area

¢ Field Operations (Network) — PANWC employees who are responsible for the distribution of the
water from the production facilities to the individual customers. Most U.S. water companies
refer to this group as the distribution organization, whereas the term network is generally used
in Europe. There are approximately 667 employees located in the field operations
(distribution/network) area.

In addition, the following organizations provide critical support to the above groups, specifically:

¢ Engineering Department — The PAYC Engineering Department is responsible for providing
engineering technical support, design, and construction management to both production and
network facilities. There are approximately 28 employees located in the engineering area.

¢ Water Qnality and Environmental Management — This group is responsible for water quality at each
of the plants and for other environmental matters. On an operational basis, much of the basic
water-quality sampling and testing is done by plant personnel; however, this group is
responsible for performinig more complicated testing and for providing oversight for all plants
relative to environmental issues. There are approximately 22 emplovees located in the water
quality and environmental management area.

& Maintenance Services — The American Water Maintenance Services organization Is responsible for
providing various technical and testing services in support of ongoing maintenance of PAWC
production and, to some extent, network facilities. At the start of our review in July of 2007,
Maintenance Services was a separate part of the PAWC Operations. The group has since been
moved to American Water Works Service Company (AWWSC) (national versus Pennsylvania
only} during the recent reorganizations which occurred during the first quarter of 2008. There
are approximately 22 employees located in the maintenance services area.

% Non Revenne Water — This group is responsible for non-revenue and unaccounted-for-water
monitoring and reporting processes throughout PAWC. There are seven employees located in
the non-revenue water area.

A. Production

Background & Perspective

The Production Department is responsible for the operations and maintenance of 36 water treatment
plants and 85 groundwater well stations in 35 different water districts throughout Pennsylvania. The
department also operates and maintains four wastewater treatment plants. The Production Department
is organized as shown in Exhibit 174 with the highlighted boxes.
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Exhibit V-4
PAWC Production Department Organization
as of December 31, 2007

AW

Executive Vice Prosudent

Browess Operstions

Vo dves, 4] 935

PAXCC
Preswdent

Pennsytvanss

Herhey, PA 95t

PAWC

fares

PAWT.

Executive Assistant

Hershey, A ¢

Hreshey. FA b
PAWE / FAW PAWL
Vice President Dincior N 1 thoainess Developer
Engivaing g Govvorment Affsirs
Feeshuy, A B/ Hemhey PA 1 Hehey BA MT Hershey, PA 2
PAWE H pawe PAYT . PAWE
Senioe Directoe Sowioe Dicertor Sonine Dinxtoe : e B RS Manager
Faeldd Operarians - Eant P WaeQuibn & Environomsais Fiddd Operatnns - West g » SEE Nor Revere Water
: Manugemat ; : R
Hershey, PA 332 Henher, PA 22 Pitnburgh, PA 335 raisbungs, PA 25 MeMarmy, PA k4
PAXCC
Mamiger 5
Ereld Operstiens - Nontheast Fieid Operstins - Nanhwent
Witkeo-Raree, P > Newyzstie, FA 5 k]
PAWC PAWC
Manager Manazer
Facld Ops atios - Conteal Fictd Operatinns - Sothovest . Prodwine < Norheént] .
k8 MeMurrrz, PA "2 Woiles-Bamre, PA 66
H PAWCE :
_{ Managee

Ficd Opeanens « Prsburgh

Nomstown, PA ok Uittshongh, PA 13 Afidrn, PA [x
Source: Information Response 257 Addendum
* Dual Reporting to Finance and dotted line reporting to the PAWC President

As shown in Exbibir 174, the Production Department is organized on a geographic basis inn a West,
Northeast, and Central/Southeast scheme. In addition to the Production Department, the Water
Quality and Environmental Department also has personnel stationed at some of the plants. Although
individual water quality is nominally assigned to a plant, from a water quality and environmental
perspective, the department is typically responsible for overseeing the operations of several water plants
within its geographic area.
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Findings & Conclusions

Finding V-1 PAWC production facilities are well operated,

Schumaker & Company consultants physically reviewed the operations of several production plants

within Pennsylvania, including those shown in Exhibit 17-5.

Exhibit V-5

Production Facility Tours
as of December 31, 2007

Plant Estimated
Nominal Population ]
Capacity Water Source Served Plant Design
Pittsburgh Area 500,000
E. H. Aldrich 50 MGD  Monongahela River Aldrich Purifications Units — Flocculation,
. Sedimentation, Clarification, Filters
Hays Mine 60 MGD  Monongahela River Super Pulsator Design — Flocculation,
Sedimentation, Clarification, Filters
Hershey 9MGD  Manada and Swatara 41,754 Super Pulsator Design — Flocculation,
Creeks/City of Lebanon Sedimentation, Clarification, Filters
West Shore 88,000
West Shore 12MGD  Yellow Breeches Creek Super Pulsator Design — Flocculation,
Regional Sedimentaton, Clarification, Filters
Silver Springs 8 MGD  Conodoquinet Creek Aldrich Purifications Units — Flocculation,
Plant ’ Sedimentation, Clarification, Filters
Coatesville
Rock Run Water 5MGD  West Branch of 35,800 Mixing Unirts — Clanfication and Granular
Treatment Brandywine Creek and Media Filtration
Chambers Lake
Wilkes-Barre
Scranton 33 MGID  Lake Scranton Reservoir 140,000 Mixing Units — Clarification and Granular
Media Filtration .
Crystal Lake 6.5 MGD  Crystal Lake 14,000 Mixing Units — Clarification and Granular
Media Fiitration
Philadelphia Area
Royersford 37MGD  Schuylkill River 43,500  Mixing Units — Clarification and Granular
Media Filtration
Norristown 18 MGD  Schuylkill River 101,000  Super Pulsator Design — Flocculation,
Sedimentation, Clarification, Filters
Cardley 54 MGD  Delaware River 49,000 Mixing Units — Clarification and Granular
Mecha Filtraton

Source: Information Response 126
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One of the facilities visited was the Coatesville Wastewater treatment plant. Exhibir V-6 and
Exhibit 17-7 are two different pictures taken at those facilities.

Exhibit V-6
Coatesville Wastewater Treatment Facility
as of December 31, 2007

Source: Schumaker & Company Consulrant Plant Tours

Exhibit V-7
Coatesville Wastewater Treatment Facility
as of December 31, 2007

Source: Schumaker & Company Consuhant Plant Tours
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The Coatesville Water Treatment Plant is shown in Exbibit 17-8. 1t is located across the street from one
of the reservoirs that provided intake water to the facility. A picture of the retaining dam across the
street from the Coatesville Water Treatment Plant is shown in Exhzbit 17-9.

Exhibit V-8
Coatesville Water Treatment Plant
as of December 31, 2007

Source: Schumaker & Company Consulrant Plant Tours

Exhibit V-9
Coategville Retaining Dam on Reservoir
as of December 31, 2007

Source: Schumaker & Company Conscltant Plant Tours
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Exchibit 1-10 illustrates the water source, Conodoquinet Creek, showing a small amount of green algae,
for the Silver Springs Plant. Exchibit 17-11 and Exhibit 17-12 show the intake facility for the Silver
Springs Plant.

Exhibit V-10
Silver Springs Water Source Conodoquinet Creek
as of December 31, 2007

Source: Schumaker & Company Consuirant Plant Tours

Exhibit V-11
Silver Springs Water Intake Showing Exterior Screen
as of December 31, 2007

Source: Schumaker & Company Consultant Plant Tours
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Exhibit V-12
Silver Springs Water Intake and Pump Station
as of December 31, 2007

Source: Schumaker & Company Consultant Planr Tours

Exchibit 1-13 is a picture of the water treatment buildings at the Silver Springs Plant in Mechanicsburg,

Exhibit V-13
Silver Springs Aldrich Purification Units
as of December 31, 2007

Source: Schumaker & Company Consultant Plant Fours
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Exchibit V-14 is a picture of the Silver Springs lagoons that have recently been completed. These
lagoons have been reworked in the last several years to replace older facilities.

Exhibit V-14
Silver Springs Lagoons
as of December 31, 2007

Source: Schumaker & Company Consultant Plant Tours

Exchibit V=15 is a picture of the West Shore Plant in Mechanicsburg that Schumaker & Company
consultants toured during our review. '

Exhibit V-15
West Shore Plant
as of December 31, 2007

Source: Schumalker & Company Consultant Plant Tours
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This plant is one of PAWC’s newer water production facilities. All of the equipment is contained within
one large, totally enclosed building as contrasted with some of the older facilities that have different
buildings located around the site.

Schumaker & Company consultants also reviewed many of the monthly reports that are used in the
monitoring of water production operations. At many of the various facilities that were toured,

Schumaker & Company consultants observed various performance charts being displayed as shown in
Exhibir V-16.

Exhibit V-16
Performance Charts on Coatesville Water District Office
as of December 31, 2007

i

Source: Schumaker & Company Consultant Plant Tours

PAWC has been an active participant in the Partnership for Safe Water program at all of its plants. Asa
result of this participation, PAWC has been recognized for changes (improvements) that have been
achieved at its various water production facilities, an example of which is shown in Exhibiz 17-17.
During our tour of many of the water production facilities, we were impressed with the willingness of
PAWC plant personnel to test changes in plant operations or test new technologies in an effort to
improve the delivered water quality or to lower operating costs.
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Exhibit V-17
Partnership Annual Report for Pennsylvania-American Water Company — Butler 2006-2007
as of December 31, 2007

The Pennsylvania-American Water Company — Buder Water Treatment Plant successfully completed the Phase 111 self-
assessment portion of the Partnership for Safe Water program. In March of 2000, this facility was awarded the
Environmental Protection Agency’s (EPA) “Director’s Certificate of Recognition™ for this effort. In 2005, the Butler Water
Treatment Plant received the five-year recognition award. In order to maintain the Phase III status, this annual report noting
improvements or changes that brought about a2 more consistent plant performance, is submitted. Listed below are issues that
have contributed to the continuing ability to meet this performance level:

The combined filter effluent 99% turbidity from June 2006 to May 2007 was 0.05 N'TU, with a high reading of 0.07 NTU.

The settled 95% turbidity from June 2006 to May 2007 was 0.79 NTU. The settled 99% turbidity from June 2006 to May
2007 was 0.93 NTU. The goal of optimal settling continues to be visually monitored on a constant basis by plant operators.
Floculator speeds are adjusted in relationship to pumpage rates whenever visual observations and settled turbidity
measurements indicate solids carryover. In addition, these observations are used along with jar tests, zeta meter readings, and
SCD readings to optimize coagulant dosage.

The raw water 99% turbidity from June 2006 to May 2007 was 19 NTU.
Action level charts have been updated to reinforce any operation changes that have been implemented.

Annual review and training sessions have been held for all operating personnel concerning regulations, operational and

treatment goals, action level charts, log charts, and other perunent details.

The high percentage rate of water recycle through the plant was a concern for the PEAC committee. After the submitral of
the Phase 111 report, the recycle rates were reduced from 2800 gpm to 1400 gpm.

The use of 2 PACL during cold weather months has significantly increased the efficiency of the coagulation processes. 1f
found to be necessary in the future, other substirute coagulants, coagulant aids, or filter atds will be evaluated.

A bench model CCA 3100 Chemtrac Coagulant Charge Analyzer was purchased in November of 2006 to help optimize

treatment, and the unit is used at least once a shift in conjuncton with the online SCD to help optimize treatment.

Definitions:

PEAC - Program Effectiveness Assessment Committee - Committee of mostly peer water utilides members, but some
regulatory members, also. The commirtee reviews and approves the Partnership for Safe Water Phase 111 self-assessment.

PACL - Polyaluminum chloride coagulant ~ An alternative to alum in the water treatment process that is useful in cold water
treatment.

SCD -- Streaming current detector — An online instrument used to measure and control the coagulant feed rate.

Source: Information Response 131

Several types of regular reports are made to supervisors and management on the performance of
PAWC’s water and wastewater systems, including the following examples:

Water quality reports issued monthly by Water Quality technical staff
Periodic inspections of water storage tank structures

Weekly and monthly system-delivery pumpage reports

@ O ¢ ¢

Monthly energy management reports for American Water regions
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¢ Monthly fuel and power consumption for all Pennsylvania utility accounts
# Regular reports of condition-based maintenance tests performed on critical process equipment

Finding V-2 PAWC vses state-of-the-art, computerized supervisor control and data
acquisition (SCADA) systems to continuously mounltor critical pumping
and geatment processes, as well as diswibution system hydmulic

AT

conditions, at most of s treatment plants and associated remote facilities.

Schumaker & Company consultants observed PAW(C’s SCADA system at severa] of the plants visited.
The various operations” SCADA capabilities are available for review in PAWC’s offices and plants. The
SCADA system monitors and reports various conditions regarding water plant operations and network
conditions, including flows, pressures, tank levels, etc. Within a given geographic area, SCADA
information is available at the water plants, and review of remote operations, operating valves, pumps,

etc. can be performed.

There are different levels of SCADA system automation throughout PAWC’s operations. In certain
smaller plants, a given shift {usually the overnight shift) might not be staffed and either the plant is not
operated at all, but is capable of being monitored from another manned plant or the plant operates
unmanged, with operating control being performed from another plant via the SCADA system. The
ongoing development and support for the SCADA system is provided by in-house staff. PAWC
employs plant operators to manually monitor the SCADA systems, alarms, and other plant processes on
a 24/7 basis.

PAWC has adopted a common platform for its SCADA system and is in the process of integrating the
various plants and networks onto this common platform. Certain aspects of the SCADA system are
available via the Internet to personnel with the correct security credentials — although this features only
allows appropriate management access to view SCADA information but does not allow them to control
plant operations, Therefore, if an event occurs that requires atrention (all plants use dialing equipment
that progressively call out based on 2 dialing chain), management and supervisory personnel are able to
monitor the plant and/or network from remote (home) locations.

Recommendations

None
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B. Network Operations and Maintenance

Background & Perspective

The Network Department is responsible for main installation and maintenance, service line installation and

maintenance, leak investigations and repair, and other operations and maintenance acuvities associated with

the underground water delivery systems. Network Operations and Maintenance, or what is now referred to

as Field Operations, is organized on a geographic basis. There is an Eastern and Western organization, as 5
shown in Exhibit 17-18. 1n addition to the Field Operations personnel and similar to the Water Production oo
Department, the Non Revenue Water Department provides an oversight role in the operaton of the water

delivery systems. The ongoing reporting and monitoring of non-revenue water is an indicator of the

condition of the water delivery system.

Exhibit V-18
PAWC Network Department Organization
as of December 31, 2007
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Source: Information Response 257 Addendum )
* Dual reporting to Finance and dotted line report to the PAWC President
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Findings & Conclusions

Finding ¥-3 Best practices ate not necessarily shared or implemented by the various
water districts,

On one hand, each of the Water Producton and Network organizations operate fairly autonomously.
Although this tendency might be good in some instances, the shift composition and staffing
composition for example varies from plant to plant based on the characteristics (size and technologies)
of each plant. However, some basic business processes that should be standardized throughout the
organization have not been standardized, which should be a benefit of PAWC being a part of a larger
organization.

On the network side, the business practices employed in each district vary in their design and
implementation. Some basic business processes, such as leak tracking, valve operations, hydrant
flushing, pavement cut tracking, permit tracking, etc., should be standardized throughout the
organization. Schumaker & Company consultants recognize that some of these business processes are
currently anticipated to be incorporated into the new computerized maintenance management system.

This area is discussed in greater detail in the Chaprer XTI — Phase III Water Operations.

Finding V-4 Although PAWC has built » good SCADA system for operating the plants
and distribution nevwvork, its implementation of technoclogy for managing
the day-to-day mounitoring and reporting oo various aspects of the
husiness processes within network needs significant improvement.

Although PAWC has implemented an enterprise resource planning (ERP) system that deals with most
of its financial requirements, many of the operational business processes are either at a state of:

4 No computerization — relies on manual paper systems that are too difficult or labor intensive to
provide timely management reporting.

®  Minimal computerigation - requires manual entry of information into Excel spreadsheets and a fair
amount of manual manipulation of the information in those spreadsheets.

®  Various different business processes and the corresponding different mannal or compater systems — Different water

districts have different manual/computer systems for accomplishing a similar business process.

Some of these business processes involve maintenance management, leak tracking and reporting, non-
revenue water tracking and reporting (although an extensive set of linked spreadsheets has been
developed over the last two years (2006 -2007) to support these business processes), valve operation and
testing, hydrants flushing, pavements cuts, permits, etc.

This area is discussed in greater detail in the Chaprer XII — Phase 111 Water Operations.
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Finding V-5 The number of reported leaks /breaks by water district indicates that
certain water disgricts are up to 10 times worse than others.

Exbhibit 1-19 shows the leaks/breaks experienced in each water district in Pennsylvania over the last five
years. As shown in Exbibit 1-19, the highest number of leaks occur in the Pittsburgh, Wilkes-

Barre/Scranton, and McMurray water districts. These districts also happen to be the areas with the
highest number of miles of main.

Exhibit V-19
PAWC Leaks/Breaks by Water District by Year

2002 to 2006
. Leaks/Breaks By Year
Miles of
Water District Main 2002 2003 2004 2005 2006
Pittsburgh 1373 N/A 1127 1269 1519 1447
Wilkes-Barre/Scranton 1925 460 460 525 448 404
McMurray 1099 373 310 304 324 373
Mon/Valley 427 295 334 281 255 308
New Castle/Ellwood 443 185 183 129 173 142
Uniontown 224 125 159 132 128 175
Butler 270 150 7 78 73 102
Norristown 376 7 96 68 119 104
Mechanicsburg 478 98 74 74 74 125
Brownsville 101 59 591 . 52 39 53
Indiana 111 47 49 58 62 40
Philipsburg 262 42 50 44 43 38
Abington 105 46 46 36 47 32 :
Hershey/Palmyra 299 31 38 26 49 25 !
Punxy 23 31 42 37 24
Milton 227 21 18 21 34 14 ‘
Pocono 161 14 9 6 26 50 ‘,
Warren 15 22 22 15 14
Nazarcth (Blue Mountain) 151 24 10 20 17 17
Clarion 124 6 17 17 21 20
Susquehanna 5 20 16 11 23
Coatesville 174 N/A 16 22 10 27
I.ehman Pike (Flickory/Silver) ) 23 19 12 1 N/A
Kittanning N/A N/A N/A N/A 13
Berwick 8 10 13 23 8
Bangor 6 24 12 10 4
Penn-Wyomissing (ST 153 9 10 3 22 10
Glen Alsace (A-X) 130 6 6 - 8 11 10
Yardley 183 9 10 3 11 5
Rovyersford (Home) 222 7 6 7 7 7
Lake Heritage 3 6 8 3 5
Frackville 4 3 8 0 0
Kane 0 6 1 2 3

Source: Information Request 134
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Using the information from Exhibit 17-19, Schumaker & Company consultants developed a leak/break
frequency analysis that essentially normalizes the information based on the miles of main within each
water district. This information, shown in Exhzbit 17-20, is sorted from highest to lowest. Again, the
western Pennsylvania water districts experience the highest frequency of leaks/breaks.

Exhibit V-20 )
PAWC Average Leaks/Breaks Frequency by Wates District by Year
2002 to 2006

Leaks/Breaks
Miles of Per Mile

Water District Main 2003-20067 |Comments
Putsburgh 1373 0.976
Mon/ Valley 0.690
Uniontown 0.642
Kittanning 0.520|One Year Only
Brownsville 0.519
Indiana 0.461
Lake Heritage 0.417
Abtngton 0.394
Punxy 0.369
‘New Castle/Ellwood 0.367
Butler 0.363
MecMurray 1099 0.306
Nosristown 0.248
Susquehanna 0.246
Wilkes-Barre /Scranton 1925 0.239
Warren 0.193
Mechanicsburg 0.186
Bangor 0.184
Philipsburg 0.166
Lehman Pike (Hickory/Silver) 0.153|Three Years Only
Berwick 0.148
Clanion 0.131
Pocono 0.130
Nazareth (Blue Mountain) 0.117
Hershey/Palmyra 0.113
Frackville 0.111
Milton 0.095
Coatesville 0.086
Penn-Wyomissing (§T) 0.071
Glen Alsace (A-E) 0.063
Kane 0.051] .
Yatdley 0.042
Royersford (Home) 0.031

Source: Schumaker Analysis of Information Request 134
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The information in Exbibit 17-20 can be used to develop an expectation of the distribution of the capital
and maintenance dollars to the various water districts would have been historically based on the
leak/break history and the miles of installed main. This analysis Is shown in Exbibit 17-21.

Exhibit V-21
PAWC Capital/Maintenance Expectations Based on Leak/Break History
as of December 31, 2007

Percentage of Break Expected
Miles of Total Mile of | Frequency Budget

Water District Main Main Notmalized Percentage
Pittsburgh 14.30% 11.06% 38.42%
Wilkes-Barre/Scranton 20.05% 2.70% 13.17%
McMurray 11.45% -~ 347% 9.65%
Mon/Valley 4.45% 7.82% 8.44%
New Castle/Ellwood 4.61% 4.15% 4.65%
Uniontown 2.33% 7.27% 4.12%
Butler 2.81% 4.11% 2.81%
Notristown 3.92% 2.81% 2.67%
Mechanicsburg 4.98% 2.11% 2.55%
Brownsville 1.05% 5.88% 1.50%
Indiana 1.16% 5.23% 1.47%
Philipsburg 2.73% 1.88% 1.24%
Abington 1.09% 4.47% 1.19%
Hesshey/Palmyra 3.11% 1.28% 0.97%
Punxy 0.89% 4.19% 0.90%
Milron 2.36% 1.08% 0.62%
Pocono 1.68% 1.48% 0.60%
Warren 0.95% 2.19% 0.50%
Nazareth (Blue Mountain) 1.57% 1.32% 0.50%
Clarion 1.29% 1.48% 0.46%
Susquehanna 0.64% 2.79% 0.43%
Coatesville 1.81% 0.98% 0.43%
I.ehman Pike (Hickory/Silver) 0.94% 1.73% 0.39%
Kitranning 0.26% 5.89% 0.37%
Berwick 0.87% 1.67% 0.36%
Bangor 0.64%! 2.08% 0.32%
Penn-Wyomissing (ST} 1.59% 0.80% 0.31%
Glen Alsace (A-E) 1.35% 0.71% 0.23%
Yardley 1.91%| 0.47% 0.22%
Royersford (Hotme) 2.31% 0.35% 0.19%
Lake Heritage 0.12% 4.72% 0.14%
Frackville 0.28% 1.26% 0.09%
Kane 0.49% 0.58% 0.07%

100.00% 100.60% 100.00%

Source: Schumaker Analysis of Information Request 134

Expected Budget Performance - represents the expected percentage of the total capital and maintenance expenditures that would have
been spent for main repair/ replacement based on leak history
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Finding V-6 Maintenance and capital budgets do not appear to counsistently take an
analysis of leak/break historical duta into consideration shown in

Exhibit V-24

Schumaker & Company consultants obtained both the capital and maintenance dollars spent in each
water district for the last four to five years based on the availability of data. Total capital expenditures
for primarily main replacement activities are shown in Exhibit 17-22.

Exhibit V-22
PAWC Actual Capital Expenditures — Main Replacements
2004 10 2007

Percentage of
District Total Four Capital
Unit District Name 2004 2005 2006 2007 Years Expenditures
2411 Pittsburgh District $12.611,831 $13,261,113 S$17.320,926 313,020,817 $56,214,688 32.90%
2491 Wilkes-Barre /Scranton $6,414,997 $6.338,775 $10,932,675 $9,849,399 $33.535,846 19.63%
2421 McMurcay Distact $1,754,515 $2.364,361 $3,189,618 $3,046,162] 510,954,657 6.41%
2422 Mon Valley District $1,637,250 $1,704,237 §3,445,402 $2,167,637 $8,954,525, 5.24%
2463 Wyomissing S$744,412 $2,268,265 $2.446,270 $148,458; $5,607,405 3.28%
2:431 New Castle/ Ellwood District $693,775 $997,059 $1,297 945 $1,255,296 $4,244,075 2.48%
2451 Norustown District $1,108,324 $923,681f - $1,194,943 $972,637 $4,199,585 2.46%
2423 Umontown / Connellsville Districe S436.702 S$599,804 $2,024,172 $1,070,682 $4,131,361
2461 Mechanicsbucg District $571.770 S778,686 S1,168.852 $1,028,287 $3,547,595
2459 Glen Alsace Sy - Sy $2.028.987 $1,124,579 $3,153,566
2452 Yardley Dixreict S432.468 $41)5,040 $716,396 $1,493.142 $3.047 045 1.78%
2462 Hershey/ Palmyra Distrct S687,748 $177.915 $693,278 $921,041 $2,479,982, 1.45%
2467 Coatsville WW District $92 302 S6,027 231,562 $2,108,754 $2,439,545 1.43%
2465 Coatsville Distrct §225798 $59,853 $872.562, $1,222 898 2,381,111 1.39%:
2472 Philipsburg District $599,562 5198,109 $653,483 $827 9991 §2.270,153 1.33%
2425 Brownsvilie District 108,767 $306,497 $1,093,938 $699,359 $2,2138,561 1.29%
2471 Milton District $425112 $421,243 $789.375 $545,806 52,181,536 1.28%0
2433 Builer Districr 3364),742 $722,047 $456,612 $591,574 $2,130,974 1.25%
2464 Royerstord $623,345 $158,189 S8Y7 062 $278,347 S1.956.944 1.15%
2456 Nazareth District 8425389 $%61,310 508,089, $137,098 51,931,887 1.13%
2454 Susquehanna Distder S408 474 $476,312 $387,617 $327,159 $1,599,562 .94
2468 Lehman pike $226,693 $255,809 S711,713 3393072 $1,587.288| 0.93"
2457 Pocono Distrct 141,392 S188,160 S48, 490 S677 820 $1,487,862 0.87%
2441 Indiana Distact S$172,271 $163.971 §727,156! $293,070 $1,356,493 0.79%
2473 Berwick District $165,437 $11,594 $235,974 3883 887 __$1,301,893 0.76%
2446 Kane District 394,304 $100,853 $624,999 $360,158! 51,184,314 (1.69"%0
2453 Abingron Dixtrict $236,529 $383,501 $334,742; $2418,007 1,163,769 0.68"%:
2445 Warren Districr $166,320 244,182 $544,227 $85,549 $1,040,277 0.61%%
2455 Bangor District $317 449 $122.618 $303,129 40,648 $783.843 0.46%
2474 Frackville Distrier $188.833 £64,907 $321,324 $170,454 $745519 (.44%
2442 Punxsutawney Distnct $143,415 $36,179) 3137869 $168,600, $546,063 0.32"%
2443 Clarion Diserict $15,337 $153,726 $77,556 $128,722 3$375,342
2444 Kittaning Disteict 82747 348,665 $2.330 835948 $90.190)
2469 Lehman ptke WW $1,022 $7.345] 20 S0 $8,367
2458 Pocony WW District 353,981 30, 30 S0 $5,981 0.00%
2466 Lake Herirage $0 S0 $2.977 357 $3,034 $.00%
2481 Corporaze Office SO S0 S0 50 S0 0.00%
Touls $32,245,0131  $34,871,025)  $56,854,780; $46,889,022]  $170,859,840 100.00%
Source: Information Response 721
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In a similar manner, the maintenance expenditures for each water district for the last five years are
shown in Exhibit V-23.

’ Exhibit V-23
PAWC Maintenance Expenditures by Water District
2003 to 2007

Percentage of
Total
Total Five | Maintenance
Water District 2003 2004 2005 2006 2007 Years Expenditures

Pittsburgh $4.394,129]  $3,936,568] $4,2650131 $4,573,774] $5,052,767] $22222,250 27.68%
Seranton/ Wilkes-Barre $4.255.2881  $4.088,102] $4,117968} $4,585,152] $5,160,809f $§22213,319 27.67%
McMurray - $1,098,945{ $1,030412 $987,537 $871,979] $1,224,68G6] $5,213.559 6.49%
Mon-Valley $895,108 $799,126 $832,113 $749,105 $680,599]  $3,956,051 4.93%
New Castle / Ellwood S601,778 $502,298 $606,778 $440,213 $669,190]  $2,820,257 3.51%
Coatesville Water $487,995 $544,479 $468,821 $521,334 $552,433]  §2,575,062 3.21%
Butler $463,335 $437,216 $504,993 $476,903 $491,242]  $2,373,689 2.96%
Mechanicsburg $416,606 $340,613 $369,132 $611,094 $596,872f  $2,334,317 2.91%
Norristown $222,198 $197,721 $311,238 $326,028 $648,427f $1,705,612 2.12%
Uniontown/Connellsville $436,976 $307,858 $367,793 $196,235 $363,482]  $1,672,344 2.08%
Hershey §256,245 $168,945 $307,386 $343,051 $273,465] $1,349,092 1.68%
Wyomissing - Penn $229,605 $297,017 $307,286 $150,051 $193,939F $1,177.899 1.47%
Abington $199,115 S207,172 $212,370 $231,695 $241,833] - §1,092,186] - 1.36%
Warren $157,461 $146,405 $201,145 $163,014 $185,509 $853,534 1.06%
Bangor $184,789 $172,721 $92,392 $123.410 $167,191 $740,503 0.92%,
Milton . $120,701 $130,121 $164,840 $131,884 $177,487 $725,033 0.90%
Philipsburg $130.357 §128,788 $145795 $119,722 $166,943 $691,606 0.86%
Lehman Pike Water $133,925 $100,335 $128,642 $137,374 $170,885 $671,162 0.84%
Nazareth $134,042 $125,791 $122,762 $126,031 $138,425 $647,052 0.81%,
Poconos $113,747 $104,372 $116,236 $115,398 $138,443 $588,195 0.73%
Brownsville $141,827 $99,582 $100,434 $97,597 $128,981 $568.422 0.71%
Indizna $116,925 $134,184 $110,355 583,546 $118,451 $563,461 0.70%
Royersford $87,131 $123,701 S$141,812] $120,076 $67,611 §540,330 0.67%
Kane $94,580 $93,811 $115,898 594,390 $123,190 $521,869 0.65%
Punxsutawney $83,058 §75,384 $74,857 $85,050 $104,187 $422,536 0.53%
Kiftanning $78,424 $82,446 $56,191 £85,759 $89,173 $391,993 0.49%
Clarion $49,577 §51,959 §95,301 $82,411 $83,253 $362,501 0.45%
Susquehanna $77,486) $38,398 $53,792 $66,252 $41,208 $277,136 0.35%
Yardley $76,539 $37,400 $66,736 $51,709 $43,704 $276,088 0.34%
Berwick §59,920 $57,511 $47,618 §26,493 $37,930 5229 471 0.29%
Wyomissing - Glen SO, $0 $171 $101,464 $101.273 $202,908 0.25%
Lehman Pike Wastewater $15,980 $30,297 $35,418 519,182 $19,767 $120,643 0.15%
Frackville ) 523,407 $33,238 $22.074 $8,471 $19,187 $106,377 0.13%
Lake Heritage $15,783 $7.411 $13,862 $23,430 $17,281 $77,767 0.10%
Coatesville Wastewater S0 30 50 50 S0 S0 0.00%
‘Total $15,852,983] $14,631,381 $15,564,762] $15,939,276} $18,295,823} $80,284,225 100.00%

Source: Information Response 722

Compiling the last column from Exhibir 1721, Exhibir 1-22, and Exhibit 17-23 into Exhibi 17-24
provides some insight into how the dollars are being spent on network facilities.
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Exhibjt V-24
PAWC Distribution of Capital and Maintenance Expenditures by District

2603 - 2007
Expected
Miles of Budget

Water District Main Percentage | Maintenance | Capital
Pittsburgh 38.42% 27.68% 32.90%
Wilkes-Barre/Scranton 13.17% 27.67% 19.63%
McMurray 9.65% 6.49% 6.41%
Mon/Valley 8.44% 4.93% 5.24%
New Castle/Ellwood 4.65% 3.51% 2.48%
Uniontown 4.12% 2.08% 2.42%
Butler 2.81% 2.96% 1.25%
Norristown 2.67% 2.12% 2.46%
Mechanicsburg 2.55% 2.91% 2.08%
Brownsville 1.50% 0.71% 1.29%
Indiana 1.47% 0.70% 0.79%
Philipsburg 1.24% 0.86% 1.33%
Abington 1.19% 1.36% 0.68%
Hershey/Palmyra 0.97% 1.68% 1.45%
Punxy 0.90% 0.53% 0.32%
Milton 0.62% 0.90% 1.28%
Pocono 0.60% 0.73% 0.87%
Nazareth (Blue Mountain} 0.50% 0.81% 1.13%
Warren 0.50% 1.06% 0.61%
Clarion 0.46% 0.45% 0.22%
Coatesville 0.43% 3.21% 2.82%
Susquehanna 0.43% 0.35% 0.94%
Lehman Pike (Hickory/Silver) 0.39% 0.84% 0.93%
Kittanning 0.37% 0.49% 0.05%
Berwick 0.36% 0.29%| - 0.76%
Bangor 0.32% 0.92% 0.46%
Penn-Wyomissing (ST) 0.31% 1.47% 3.28%
Glen Alsace (A-E) 0.23% 0.25% 1.85%

"ardley 0.22% 0.34% 1.78%
Roversford (Home) 0.19% 0.67% 1.15%
Lake Heritage 0.14% 0.10% 0.00%
Frackville 0.09% 0.13% 0.44%
Kane 0.07% 0.65% 0.69%

Source: Information Responses 134, 721, and 722
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What are revealed in Exhibit 17-24 are such tendencies as:

¢  Although the leak/break history and miles of installed pipe would tend to expect that
Pittsburgh would be expending 38.42% of capital and maintenance dollars, Pittsburgh is
expending only 27.68% of maintenance and 32.90% of capital. This discrepancy could indicate
that insufficient dollars are being spent in the Pittsburgh District based on their leak/break
history.

¢ With respect to the Wilkes-Barre/Scranton water district, one would expect that 13.17% of the
dollars expended would flow to that water district; however, Wilkes-Barre/Scranton is receiving
27.67% of maintenance and 19.63% of capital.

&  With respect to Coatesville, while one would expect that 0.43% of the total dollars would be
directed toward that district, it is receiving 3.21% of maintenance and 2.82% of capital.

Schumaker & Company consultants recognize that there are many factors to be considered in
distributing the capital and maintenance dollars among the various water districts. However, on a
retrospective basis, leak history provides an overall indication of the condition of the distribution
facilities. One would expect that the areas experiencing the most leaks would, simply put, be getting the
most § resources committed to address leaks. This analysis did not necessarily show that to be the case.

Recommendations

Recommendation V-1 Agoressively pursue the identification and implementation of
rechnology-based best practices among the water districts, {Refer
to Finding V-4 and Finding V-3.}

Although American Water contains a Best Operating Practices (BOP) organization, it appears that little
has been done to standardize some of these practices for the benefit of PAWC customers. BOP is a
relatively new discipline within the organization. BOP’s mission is to identify best operating practices
and translate them into American Water policies, strategies and practices to be followed by all
appropriate personnel within the American Water System.

To ensure “buy-in,” individuals from all regions/states serve as representative participants in developing
the proposed policy, strategy or practice. When developed, drafts of proposed policies, strategies and
practices are then distributed to a broader audience across the business for comment and additional buy-
in prior to the BOP team seeking Service Company Board approval that results in a formal policy, or
functional approval that results in a formal strategy or practice (continued).

To BOP’s defense, it appears that best operating practices are being developed, but it is up to each water
district to decide what practices to adopt or implement. This approach is contrary to

Schumaker & Company’s experience with other larger companies that strive to identify the best way to
do things and then require the implementation of those best practices throughout the organization.
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According to PAWC management, all American Water policies, strategies and practices are required to
be adopted. Policies dictate an effective date for adoption. What is “up to each water district to decide”
is when and how to begin to implement a particular strategy or practice, which could require additional
human, capital or other resources, a rate proceeding or other occurrence to permit implementation of
the strategy or practice.

However, several of the practices that Schumaker & Company consultants had reviewed would in reality
need some type of business process built into a computer system to effectively implement. Either the
BOP Group needs to be able to translate these higher level policies into specific computer based
business processes or Information Technologies Services needs to be charged with building or
procuring computer-based business processes to effectively implement American Water policies,
strategies and practices throughout American Water.

Recommendation V-2 Develop a business process for addressing aggressive identification
of the most beneficial main segments for replacement based on an
expectation of potential leak impact. (Refer to Finding V4,
Finding V-5, and Finding V-6.)

The Schumaker & Company analysis raises an issue with how the capital and O&M expenditures have
been distributed among the various water districts based on the leak histories of each water district. We
recognize that this is but one way, although a strong indicator, of the need for capital and O&M funding
in each water district. A more complete methodology needs to be developed that not only considers
leak history and other factors such as age of pipe, pipe material , size etc. but also can be applied on a
pipe segment basis as opposed to a water district basis. '

Schumaker & Company understands that a slightly different process was used to prioritize capital
projects in the 2008 budget year. According to PAWC management in the development of the
development of the PAWC’s 2008 main replacement capital program was as follows:

%  District-leve] main replacement rates were determined, based primarily on the average main
breaks per mile experienced over the 2003-2007 period and subsequently prioritized.

¢ * Planned replacement footage and expenditure amounts were developed for each district based
upon current pipeline replacement costs.

#  Aggrepated district expenditures levels were then reconciled with the statewide budget
allocation. In certain insrances, district level adjustments were made to more accurately reflect
needs not identified in the above-referenced process.

4  PAWC used a prioritized approach for its 2008 main replacement capital program based on
desired main replacement rates and footages developed at a district level.

¢ Individual pipe projects were ranked in accordance with the main prioritization model. Highest
ranked projects within each district were funded up to the planned district expenditure
armnounts.
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Nonetheless, Schumaker & Company consultants still have some concerns with the process that is
presented above.

%  District-level main replacement rates were determined, based primarily on the average main
breaks per mile experienced over the 2003-2007 period and subsequently prioritized. However,

we are not sure what prioritization is involved in this process.

#  Highest ranked projects within each district were funded up to the planned district expenditure
amounts. Ilowever, this is still different from having the highest-ranked projects across the
state funded to the state-wide expenditure level.

PAWC management believes that utilization of main replacement rates and footages is a more accurate
way of determining desired district-level funding than utlization of main break percentages, because
resultant district expenditure levels are influenced by pipeline replacement unit costs which vary by
district and are dependent upon specific project characteristics. PAWC management indicated that they
will continue further development of its methodology to consider other performance and service factors
associated with the main asset which would be an area for the PaPUC to investigate during the follow-

up review.
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. Maintenance Services

Background & Perspective

The Maintenance Services Department is responsible for two major activities: {1} development and
maintenance of the supervisory control and data acquisition (SCADA} system and (2) the establishment
of a proactive maintenance program throughout PAWC. PAWC has an in-house staff that has
implemented and supported the PAWC SCADA system. PAWC employees within the maintenance
services area are diréctly responsible for performing various testing on equipment and recording results
according to a schedule to drive the proactive maintenance program. Maintenance Services Department
is organized as shown in Exhibit V'-25.

Exhibit V-25
PAWC Maintenance Services Organization
as of December 31, 2007

AWSC

Senior Direcror

Maintenance Services

Pennsylvania 22
AWSC AWSC AWSC
Dircctor Director Program Manager
Mamrenance Services Mantenance Services SCADA
Pennsylvania West 5 Peansyivania Fast 10 Penasylvania 4

Source: Information Response 635
Findings & Conclusions
Finding V-7 PAWC has implemented a good proactive production equipment

maintenance progeam.

The purpose of PAWC’s proactive production equipment maintenance program is to utlize a strategy that
inchudes predictive, prevenuve, and reactive maintenance in a combination to yield optimum equipment
process reliability and maximum financial return.

The proactive maintenance program has been primarily achieved by ranking systems and individual equipment
according to their operational impact. Once this ranking is done, each piece of equipment is then placed into
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a matrix that identifies maintenance practices. That matrix is arranged as follows: predictive, preventive,
reactive, and maintenance improvement. The particular equipment that is assigned to one or more of
these maintenance practice quadrants is dependent upon that equipment’s ability to attribute to “cost
savings if failure is avolded” versus “losses due to falure risk.”

¢ Equipment that is identified for predictive maintenance practices, such as vibration analysis,
thermographic inspections, and motor winding analysis, will have maintenance functions
petformed based on actual machine “condition,” not time. The actual condition of the machine
will dictate when maintenance can be done in-house versus when it is necessary to send it out to an
authorized service shop.

# Equipment that is identified for preventive mdintenance practices, such as tighten, lubricate,

clean, and check for excessive noise, heat, arcing contacts, etc., has maintenance performed on a
“ame” or as-needed basis. This practice is primanly done in-house.

9  Equipment that is identified for reactive maintenance is equipment that can be “run to fail”
items. This equipment poses no threat to operational impact if it does fall and is usually a shelf
itern that can be obtained quickly. There is no value in doing programmed maintenance here. This
work iIs usually done in-house.

¢  Equipment that is identified as needing maintenance improvement is equipment that shows low

reliability but does not have an additonal impact on cost if it is allowed to degrade. Areas of
improvement include upgrading to stainless steel impellers, remote terminal units
(RTUs)/SCADA, ultrasonic level indicators, mechanical sea]s,‘etc‘ Improvements, when possible, are
made to design and installation, which allows for easier access when maintenance and repair
work Is needed.

All of the above-named maintenance practices are done exclusively by in-house personnel. Predictive
maintenance, such as vibration analysis, motor winding analysis, ultrasonic testing, and thermographic
inspections, is performed by full-time PAWC employees who are Institute Certified Specialists.
Preventive, reactive, and maintenance lmprovements are done by trained plant personnel in conjunction
with the Specialists and plant management.

A sample of the type of information that is being developed and reported as a part of this program is
shown in Exbibit 17-26.
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Exhibit V-26
Sample Condition-Based Maintenance Test
as of December 31, 2007

American Water
Maintenance Services Department

Quantitative Thermal Exceptions Reporf

| Facility | PAWG - Uniontown | Date | 8/16/2005 | Time | 8:78:02 AM | Exception | 1

Pbermographer I Josaph A. Washinski l Certification Level | [ #6805

Location
Woest End Boostor

Eguipment Yestod
#2 Booster Motor Starter

jon Descriati
Bifrared locetod a “Hot Spot” on the “A”

Phase of tho main disconnect swifch for #2
Booster Siarier.

Severity Bsting

2
Henbient 200C
Roference Spot ¥ £3.3°C
Hot Spot 2 53.4°0
Hot Spot 3 -
Degres Fise 26332
' Voitage and Current Readings:
Gorrecled Maintenance Action Phase AB  Phase AC  Phase BC
After removing Incoming Power fo disconnect, XXX XXX xXXx
clean and inspect "stabs®™ and check for Leg A" leg”B" . Leg™C™
uniform tightness, and re-inspect. XXX X0LX XXX

Source: Informaton Response 131
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Finding V-8 Although PAWC has implemented 1 good proactive production
equipment maintenance program, it has failed 10 implement a
computetized maintenance management program at the production
facilities,

At this time, each production plant manages its own plant maintenance programs without the benefit of
a standardized business process, be it paper-based or computer-based. American Water and PAWC are
in the process of implementing a2 computerized plant maintenance management system and although we
have reviewed a draft business case for this project, 1t is too early to assess the results of this effort.

Recommendations

Recommendation V-3 Implement a computerized maintenance management system in
conjunction with the proactive production cguipment maintenance
program. {Refer to Finding V-8.)

Schumaker & Company consultants recognize that PAWC is in the process implementing this system.
The Maintenance Services area of AWWC has been given responsibility for the implementation of the
computerized maintenance management system (CMMS). AWWC is in the process of implementing a
third party maintenance program from an outside vendor. This software product has already been
implemented on the unregulated side of AWWC. Naming conventions and business processes are
currently being standardized throughout AWWC such that the system can be implemented in a
common manner across AWWC including PAWC. A pilot is expected to be operational this summer in
the Glen Alsace district and then rolled out across the state over the next several years. During the
follow-up MEI review, the PaPUC should review the progress made on this project.
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D. Engineering Department
Background & Perspective
The Engineering Department is organized as shown in Exbibit 1-27.
Exhibit V-27
PAWC Engineering Department Organization
as of December 31, 2007
PARC
Danvciar
Regonal Servace Delivery - Engineeting
Heseheg, 4 ¥
PANE
P Exraitive Assibant
Hembey, PA
T
PAWC FARL, PAWC PAWEC FANC PAWT
FYaomy Marnoges ‘Manragee Narvager Saager
Mot Castrans Accsimai Prowes Deliveay & Pevrtopr Seviees Proger Dvdiveay & Devrinper Soreior Techial Servios Avsct Maagonknt & Copind Prograns apitad Expondinmes Mmswimige
Comernille PA hindimaa, 114 W Wilkee-fme, PA 3 Heshes PA 7 Henhey, PA & Henho P 1

Source: Information Response 257

The Engineering Department is organized into three major areas, specifically asset and capiral planning
{central coordination for all of the asset planning located in Hershey), project delivery and developer
services (engineering and project oversight services with individuals located throughout the PAWC
service territory), and technical services (subject marter experts on specific technologies or equipment
used by PAWC). These areas are briefly described below.

¢ Asset & Capital Planning

- Strategic long-range water system planning —~ comprehensive planning study (CPS)

~  Tactical asset planning and system capacity evaluations

—  Capital program administration

-~ Operational needs planning

- Investment analysis

- Assetinvestment plans (five-year Strategic Capital Expenditure Plan (SCEP)) and project
prioritization

- Maintenance of network asset records (inventory, hydraulic models, geographic information
systemns (GIS)/maps)

¥ Project Delivery & Developer Services

- Capital project management
- Capital project development, documentation, and forecasting
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- Project permitting
- External resources procurement and management
¢ Technical Services
= Technical standards, policies, and procedures — critical knowledge management liaison
- Center-of-practice responsibilines (Subject Matter Experts — SMEs) for designated
technical areas
- Technical studies, design, and design management to support project delivery and
operations
- Construction management services to support project delivery
- Training, consultancy, troubleshooting, event support
~  Business development support
Findings & Conclusions
Finding V-9 The Engineering Department generally conducts formal, comprehensive

planning studizs on a perindic basis for ecach water district,

The Engineering Department performs comprehensive planning studies on a periodic basis for each of
the water districts. These studies review everything from source of water supply to treatment facilities,
water delivery systems, and other items. They constitute a formal look at all aspects of 2 water district
and serve as a baseline study from which specific engineering and construction projects are identified for
future implementation. Ex/hzbit V'-28 contains a list of all of the studies that have been performed
regarding PAWC faciliies. However, it is interesting to note that Pittsburgh has not had a
comprehensive planning study conducted in over 18 years. PAWC management indicated that they
expect to be conductng a CPS for Pittsburgh in the near future.

These studies not only serve as a baseline document, but are also reviewed periodically for any major
changes that might precipitate the need to perform another CPS or a small investigation of a particular
aspect of a water district. Such investigations might include performing a watet needs and source study,
a hydrogeology study, or some other form of study as shown in Exhibit 1-28.
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PAWC Inventory of Comprehensive Planning Studies and Other Studies

as of July 2007

Disirict No|  Operating Area Study Title Date Author
53 Abington CcPS 20002 Sys Eng
55 Bangor CPs 1999 Sys Eng
35 Bangor/Nazareth Supply Alternatives 2004
i3 Benvick CPS 1996 N
25 Brownsville CpPs 1998 Sys
33 Butler CPS 20003 Svs Eap
33 Buder Water Needs and Source 2007 PAW
43 Clarion CPS 19938 Svs Eng
63 Coatesville Water \Water Needs and Source 2615 PAW
65 Coatesville Wates Alternanves Study 2006 PAW
23 Connellsvifle CPs 1997 S
91 Crystal Lake CPS 2001
31 Ehwood City (o1 20t
31 Ellwood Ciy Water Needs and Source 20007
74 Frackvile CPs 1894
74 Frackville Source of Supply Study 2001 Sys tng
74 Frackville Safe Yield Smudy 1996 R.E. Wright
63 Glen Water Needs and Source 2004 PAW
71 Flershey Water Needs and Source 24103 PAW
71 Fiershev (PS 1996 Sys Eng
62 Hershey Demand Projections 2i%)5
62 fiershey Demand Update 207
41 indian CPS 1997
46 Kane Py 1999
44 Ksttanmng CPS 1997 Sys Eng
64 Lake Heriitage ces 2006 PAW
2 Mclonald DS 1997 Svs B
1 : CPS 1998 Sys T
71 Miltons CPS 197 Svx Eng
71 Milton Milten WL Trearment Study 21 Gannett Flemsng
22 Monomzhela CpPs 1997 Svs Eng.
54 Montrose CPs 1998 ng
31 New Castle (S 2000 ing
51 Norristown CPs 1996 Eng
72 Philipsburg CPS 1997 ng
72 Philipsburg Water Needs and Sourer 2087 3
72 Phifiosbury Hydrogceologic Srudy 2005 Meiser & Fad
72 Philigsbure Moshannon Vallev Dissricr Safe Yield 20033 Canaett Fleming
72 Phibpsbure Source of Sunph 2000 Cannett Fleming
72 Philipshury Drane Studv K12 PAWC-Ing
11 Piusbureh -{ers 1989 Svs Enp
i1 Pitesburgh Water Needs and Source 2005 PAW
57 Pocono-Pike CPS 2t Svs Eng
37 Pocono-Pike Water Needs and Source 200¥7 DAW
42 Punxsutawney CPS 1997 Svs Bng

. 63 Roversfird Watct Needs and Source 22X
91 Scaanton/ Chinchilla JCPS 2641)
63 Spring Twp \Water Needs and Source 205
54 Susquehanna/ Hadlszead {CPS 1998
34 "Fhompson CPS 1998
23 LUniontown cps 1997
22 Valley CPS Sys Eng
45 Warren CPS Sys Eng
21 Washinpron CPs Sys Lng
52 Yardley CPS
52 Yardley CPS 1996
32 Yardlcy Updaze 2005 Svs Eng

Source: Infoemation Request 147
]
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Finding V.10 With the most recent budgeting peocess (2008 Budget Year), the
Engincering Department has implemented 2 more analytical main
replacement decision-making methodology.

PAWC’s distzibution systemn Improvement program currently addresses replacement or rehabilitation of
small diameter mains (six inches and under) that have reached, or are nearing, the end of their useful life
and larger diameter mains (eight inches and over) that are experiencing performance-related issues (e.g.,
high number of breaks). American Water replaces older, small-diameter mains to resolve customer
service and reliability issues and to restore hydraulic capacities within its distribution system. Small
diameter mains represent 35% of PAWC’s distribution system, and at least two-thirds of the small-
diameter mains are made of cast iron, with approximately 40% being unlined cast iron pipe (pre-1930s)
that are nearing the end of their useful life. As these pipes continue to age, they tend to break more
often, thereby leading to customer service disruptions and a genera] inconvenience to the public.
Approximately 75% of PAWC’s reported water main breaks/leaks are associated with these small
diameter mains, with a disproportionately greater frequency of main break/leaks on four-inch and under
pipe sizes. In addition to having a high break rate, they have low carrying capacity and can contribute to
water-quality problems.

As In the case with smaller-diameter mains, performance-related issues associated with larger-diameter
mains constitute a key driver for replacing or rehabilitating these mains. Although the frequency of
leaks/breaks on large-diameter mains is significantly less than that of smaller-diameter mains, when a
break does occur on a large-diameter main, customer service and reliability issues, together with
associated liability and remediation expenses, are greater. Larger-diameter main projects are evaluated
on a case-by-case basis regarding replacement versus rehabilitation options. Generally, open trench-pipe
installation 1s the most cost-effectve and frequently used when unobstructed site conditions allow for a
new parallel main installation and significant service work is involved. Rehabilitation is considered if
service work is limited, the hydraulic needs of the distribution system can be satisfied, and the costis
favorable to rehabilitate.

Capital investment programs and projects are needs based and prioritized within a strategic-planning
process that utilizes drivers associated with various asset-investment strategies (such as regulatory
compliance, reliability, capacity, customer satisfaction, etc.) Within a five-year strategic capital
expenditure plan, American Water has established longer-term funding levels for main
replacement/rehabilitation based on program needs.

On an annual basis, funding levels are established at a district level that is consistent with a detailed
implementation plan. PAWC uses a state-wide method for assessing and prioritizing distribution-
system-improvement projects as part of AWWSC’s overall capital program. The main replacement

prioritization process is based on standardized, weighted-performance factors such as leaks/breaks and
a qualitative assessment of the value of the improvements in terms of water quality, flow capacity, and
service reliability. During such assessments, consideration is given to the potential for coordinaton with
street-paving work.
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For the 2008 capital budger, PAWC has developed a more quantitative approach for prioritization main
replacement projects. The Excel spreadsheet model uses a pairwise comparison {weighting of pipe
segment attributes) of various factors—such as decade installed, existing diameter, jolnt type, and
approximately 20 other variables—to calculate 2 weighted score for the purpose of prioritizing projects
once they have been identified by field personnel.

Recommendations

Recommendation V-4 Continue to develop a risk-assessment-based approach for
identifying main replacement projects. {Refer to Finding V-9.)

The year 2008 will be the first year for which a risk-assessment model has been used in the prioritization
of main replacement projects. Much of the information for the model needs to be manually collected
by ficld personnel from various company records for the model to be used. If this process were more
automated, the whole water distribution system, not just the projects identified by field personnel based
on their memory, could be more casily analyzed.

Recommendadon V.5 Continue 1o perindically perform CPS studies. (Referto
Finding V-9.}

PAWC has no preset schedule for performing comprehensive planning studies (CPS) for each water
district. According to PAWC management, CPS studies are periodically reviewed to identify if there are
any significant changes that would warrant the performance of a new comprehensive planning study for
a water district. Thesc reviews should be documented and schedules created to ensure that thesce
documents are formally reviewed on a periodic basis. ’
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